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APPEARANCES

For Petitioner:

C. EARLE MEMORY, Esq.,

GEO. H. ZEUTZIUS, Esq.,
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W. J. McFARLAND, Esq.

Docket No. 6974

WALTS, INC., a Corporation,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

Transferred to Harlan J. 12/5/46.

DOCKET ENTRIES
1945

Jan. 23—Petition received and filed. Taxpayer noti-

fied. Fee paid.

Jan. 23—Copy of Petition served on General Coun-

sel.

Jan. 23—Notice of the appearance of C. Earle

Memory as counsel filed.

Mar. 12—Answer filed by General Counsel.
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1945

Mar. 12—Request for hearing in Los Angeles, Cali-

fornia filed by General Counsel.

Mar. 15—Xotice issued placing proceeding on Los

Angeles calendar. Service of answer and

request made.

1946

Apr. 16—Hearing set June 10, 1946 at Los Angeles,

Calif.

June 18—Hearing had before Judge Black on

merits. Comisel for petitioner filed writ-

ten motion to substitute attorneys and to

file amendment to petition — respondent

objects to latter motion. Motion granted.

Copies served. Answer to amendment

filed—copies served. Stipulation of facts

filed. Petitioner's brief due August 5,

1946—respondent's September 5, 1946

—

petitioner's reply October 5, 1946.

July 8—Transcript of hearmg of 6/18/46 filed.

Aug. 5—Brief filed by taxj^ayer with proof of

service.

Sept. 5—Brief filed by General Comisel.

Oct. 3—Motion for extension to Oct. 30, 1946 to

file reply brief filed by taxpayer. 10/3/46

granted.

Oct. 30—Order granting extension to Nov. 5, 1946

to file reply brief entered (Telegram).

Nov. 7—Reply brief filed by taxpayer. 11/8/46

copy served.
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1947

Jan. 17—Memorandum findings of fact and opinion

rendered, Harlan J. Decision will be en-

tered under Rule 50—copy served.

Feb. 17—Motion for rehearing De Novo filed by

taxpayer—Denied.

Mar. 10—Respondent's computation for entry of

decision filed.

Mar. 13—Hearing set April 9, 1947 at Washing-

ton, D. C. under Rule 50.

Apr. 9—Hearing had before Judge Harlan on

settlement under Rule 50. Decision to be

entered in accordance with respondent's

computation.

Apr. 10—Decision entered Harlan J. Div. 11.

Apr. 18—Motion to correct decision filed by tax-

payer. 4/21/47 denied.

July 7—Petition for review by U. S. Court of

Appeals, Ninth Circuit, with assignments

of error filed by taxpayer.

July 8—Proof of service filed by taxpayer.

Aug. 18—Copy of order for U. S. Court of Ap-

peals, 9th Circuit extending time to De-

cember 15, 1947 to file record filed.

Dec. 22—Certified copy of order from the 9th Cir-

cuit extending the time to February 1,

1948 to file record filed.
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notice of deficiency is based upon the following

errors

:

(a) The commissioner proposes to disallow the

directors' fees paid in the amount of $1,000.00,

and

(b) The conmiissioner proposes to disallow the

compensation paid to two officers, W. J. Cunning-

ham, President, and E. D. Morse, Secretary, in

the amount of $18,000.00 each.

5. The facts upon which the petitioner relies as

a basis of this proceeding are as follows:

Directors' Fees

Petitioner contends that the directors' fees paid

to four directors at $250 each during the year were

reasonable and fair, for services rendered, and are

therefore deductible under Section 23(a) of the

Internal Revenue Code, During the year 1942 there

were 13 directors' meetings held, all of which w^ere

after regular business hours and many very vital

decisions affecting the welfare of the petitioner

came out of such meetings. The petitioner had a

very difficult year in 1942 as a great many problems

were encountered in obtaining materials and man-

power in order for it to fulfill its part in the war
production program.

Comi^ensation of Officers

The petitioner is basing its contention that the

compensation paid to the officers in the year 1942

was deductible under Section 23(a) of the Internal

Revenue Code upon tests propounded by the Sec-
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retary of Treasury before the Joint Committee

on Internal Revenue Taxation where he stated in

l)art, "The factors that will be considered in deter-

mining the reasonableness of such ]:>ayments are

the duties performed by the recipient, the char-

acter and amount of responsibility, the time devoted

to the enterprise and the peculiar ability or special

talent of the particular officer or employee . .
."

These factors are discussed under the following

headings

:

Duties Performed by the Recipients. Mr. Cun-

ningham functioned as the president of the peti-

tioner and handled all of its relationship with its

customers and vendors. Mr. Morse was the secre-

tary of the petitioner and handled all financial and

internal management and production of the peti-

tioner. As they went through a very chaotic year

in 1942 their respective duties overlapped and they

oftentimes had to perform functions other than

their own.

Character and Amount of Responsibility. Mr.

Cunningham and Mr. Morse w^ere jointly respon-

sible for all of the activities of the petitioner

including its plant construction, war production,

manpower problems, obtaining of licensing agree-

ments with the Aluminum Corporation of America,

purchasing of materials, engineering, research,

solving of problems encountered by the aircraft in-

dustry in their war production, etc.

Time Devoted to the Enterprise. Both Mr. Cim-

ningham and Mr. Morse devoted full time to the
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business of the petitioner and had no outside inter-

ests during the year 1942. Each of these officers

averaged 80 hours per week during the year 1942

on the petitioner's business.

Peculiar Ability or Special Talent of the Par-

ticular Officer. Mr. Cunningham is 46 years of age

and has been a very successful busmess man for a

great many years. He asserts, and the petitioner

believes, that he has had an amiual income in

varying amomits in excess of $25,000.00 for 14 of

the years preceeding his formation of the peti-

tioner. Mr. Morse is 48 years of age and has been

a very successful business man for a great many
years. The petitioner believes that he has had an

annual income in varying amomits in excess of

$25,000.00 for many of the years preceeding his

connection with the i^etitioner, but as Mr. Morse is

no longer connected with the petitioner, no more

definite information is available to petitioner. Mr.

Cunningham organized the petitioner on April 24,

1940 and Mr. Morse joined the petitioner in Febru-

ary, 1941, and during 1940 and 1941 no salaries

were drawn as the busiaess was just getting started.

The total sales for the year 1941 approximated

$40,000 and resulted in adjusted net income of

$2,339.50. The total sales for the year 1942 approx-

imated $434,000, resultmg in net income of approx-

imately $30,000 (after deducting $56,000 officers'

salaries) upon which the petitioner paid federal

taxes of approximately $23,000. After allowing for

the salaries paid, the petitioner earned 350% on

its invested capital and paid federal taxes of 77%
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thereof for the year 1942. Total sales for the year

1943 approximated $964,000 resulting in net in-

come of approximately $152,000 (after deducting

$78,000 officers' salaries) upon which petitioner

paid federal taxes of approximately $77,000 and

refunded to the govermnent on renegotiation ap-

proximately $56,000. The petitioner thus earned

1,388% on its invested capital for 1943 and paid to

the government 88% thereof. It is quite obvious to

the petitioner that these earnings were possible only

because of the personal efforts expended by the two

officers in question in building up the petitioner's

facilities to handle in increase in volume from

$40,000 in 1941 to 10 times that in 1942 and 24

times that in 1943( without government financing.

In three years these officers have built the peti-

tioner's business up to what it is today, believed

by the petitioner to be the fourth largest aluminum

foundry on the Pacific Coast.

The petitioner contends that the compensation

paid to its officers does not reduce the net earnings

subject to tax below that of competing concerns

that secured the services of officers and employees

by open bargaining. The petitioner further con-

tends that the substantial earnings of 350% on

invested capital during 1942, while in part due to

the urgent need for the petitioner's products in

the war production program, was made possible

only by the concerted efforts, skills, talents and
peculiar abilities of Mr. Cunningham and Mr.

Morse.
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A^Tierefore, the petitioner prays that this Court

may hear the proceeding and find that no additional

excess profits taxes and/or declared value excess

profits taxes are due from the petitioner for the

taxable year ended December 31, 1942.

/s/ W. J. CUNNINGHAM,
President for the Petitioner, Walts, Inc., Peti-

tioner, 5511 Boyle Avenue, Los Angeles 11, Calif.,

Counsel, C. Earle Memory.

State of California,

Comity of Los Angeles—ss.

W. J. Cunningham, being duly sworn, says that

he is the president of Walts, Inc., a corporation,

the above-named petitioner; that he is duly author-

ized to verify the foregoing petition; that he has

read same and is familiar with the statements

contained therein, and that the statements con-

tained therein are true, except those stated to be

upon information and belief and that those he

believes to be true.

/s/ W. J. CUNNINGHAJVI.

Subscribed and sworn to before me this 18th day

of January, 1945.

(Seal) /s/ ELINOR C. MEMORY,
Notary Public in and for the Comity of Los An-

geles, State of California.
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EXHIBIT ^'A"

Treasury Department

Internal Revenue Service

417 South Hill Street
f

Los Angeles 13, California

Office of Internal Revenue Agent in Charge, Los

Angeles Division, LA :IT :90D :PAK.

Oct. 27, 1944

Walts, Inc.

5511 Boyle Avenue

Los Angeles 11, California

Gentlemen

:

You are advised that the determination of your

income tax liability for the taxable years ended

December 31, 1941 and December 31, 1942 discloses

an overassessment of $518.62, that the determination

of your declared value excess profits tax liability

for the taxable year ended December 31, 1942 dis-

closes a deficiency of $1,021.20, and that the deter-

mination of your excess profits tax liability for the

taxable year ended December 31, 1942 discloses a

deficiency of $28,690.00, as shown in the statement

attached.

In accordance with the provisions of existing

Internal Revenue Laws, notice is hereby given of

the deficiency or deficiencies mentioned.

Within 90 days (not counting Sunday or a legal

holiday in the District of Columbia as the 90th day)

from the date of the mailing of this letter, you

may file a petition with The Tax Court of the

United States, at its principal address. Washing-
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ton, D. C, for a redetermination of the deficiency

or deficiencies.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to the Internal Revenue Agent in Charge, Los

Angeles, California for the attention of LArConf.

The signing and filing of this form will expedite

the closing of your return (s) by permitting an

early assessment of the deficiency or deficiencies,

and will prevent the accmnulation of interest, since

the interest period terminates 30 days after filing

the form, or on the date assessment is made, which-

ever is earlier.

Very truly yours,

JOSEPH D. NUNAN, JR.,

Commissioner.

By GEORGE D. MARTIN,
Internal Revenue Agent in Charge.

Enclosures: Statement, Form of Waiver, Form
843.
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Exhibit A—(Continued)

Statement

Tax Liability for the Taxable Years Ended

December 31, 1941 and 1942

Income Tax

Year Liability Assessed Overassessment

1941 $ 253.25 S 641.32 $388.07

1942 1,373.93 1,504.48 130.55

$1,627.18 $2,145.80 $518.62

Declared Value Excess-Profits Tax

Year

1942

Liability Assessed

$1,021.20 $ None

Excess Profits Tax

Deficiency

$1,021.20

Year

1942

Liability Assessed

$50,187.27 $21,497.27

Deficiency

$28,690.00

In making this determination of your tax liability,

careful consideration has been given to the report

of examination dated June 24, 1944, to your protest

dated August 16, 1944, and to the statements made
at the conference held on August 30, 1944.

The overassessments shown herein will be made the

subject of certificates of overassessment which will

reach you in due course through the office of the Col-

lector of Internal Revenue for your district, and will

be applied by that official in accordance with Section

322(a) of the Internal Revenue Code, provided that

you fully protect yourself against the running of the

statute of limitations with respect to the apparent
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Exhibit A—(Continued)

overassessments by filing with the Collector of In-

ternal Revenue for your district claims for refund

on Form 843, copies of which are enclosed, the bases

of which may be as set forth herein.

A copy of this letter and statement has been mailed

to your representative, Mr. Claude I. Parker, 808

Bank of America Building, Los Angeles 14, Cali-

fornia, in accordance with the authority contained

in the power of attorney executed by you.

Adjustments to Net Income

Taxable Year Ended December 31, 1941

Net income as disclosed by return $3,053.93

Unallowable deductions:

(a) Other deductions decreased S 22,40

(b) Franchise taxes decreased 127.25 149.65

Total $3,203.58

Additional deductions:

(c) Additional depreciation allowed $ 249.08

(d) Capital stock tax allowed 625.00

(e) Net operating loss carryover from 1940 1,123.58 1,997.66

Net income adjusted $1,205.92

Explanation of Adjustments

(a) The deduction claimed under Other Deduc-

tions for office supplies is overstated $22.40.

(b) The deduction claimed for franchise taxes in

the amount of $152.25 is decreased to $25.00, the

amount allowable imder Section 23(c) of the In-

ternal Revenue Code.
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Exhibit A—(Continued)

(c) An additional deduction for depreciation is

allowed in the amount of $249.08.

(d) A deduction for capital stock taxes is allowed

in the amount of $625.00.

(e) A deduction is allowed for a net operating

loss carryover from 1940 in the amount of $1,123.58.

Computation of Income Tax

Taxable Year Ended December 31, 1941

Net income adjusted Sl,205.92

Income Tax:

Normal Tax: 15% of $1,205.92 S180.89

Surtax: 6% of $1,205.92 72.36

Correct Income Tax Liability S 253.25

Income Tax Assessed: Original Account No. 411762 641.32

Overassessment of Income Tax S 388.07

Adjustments to Net Income

Taxable Year Ended December 31, 1942

Net income as disclosed by return $29,828.39

Unallowable Deductions:

(a) Excessive depreciation disallowed $ 898.22

(b) Compensation of officers disallowed.... 36,000.00

(c) Directors' fees disallowed 1,000.00 37,898.22

Total $67,726.61

Additional deductions:

(d) Additional capital stock taxes

allowed $ 2,187.50

(e) Additional franchise taxes allowed 66.41 2,253.91

Net income adjusted $65,472.70
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Exhibit A—(Continued)

Explanation of Adjustments

(a) The deduction for depreciation claimed in

your return is $898.22 in excess of the amount allow-

able under Section 23(a) of the Internal Revenue

Code.

(b) It is determined, under the provisions of Sec-

tion 23(a) (1) of the Internal Revenue Code, that the

deductions claimed for compensation of certain of

your officers are in excess of a reasonable compensa-

tion for services rendered by said officers as shown

in the following

:

Amount Reasonable Excessive

Name and Title Claimed Compensation Amount

W. J. Cunningham, Pres. S28,000.00 $10,000.00 $18,000.00

E. D. Morse, Secty. 28,000.00 10,000.00 18,000.00

Total ...$56,000.00 $20,000.00 $36,000.00

The excessive amount of $36,000.00 is disallowed

as a deduction.

(c) The deduction claimed for directors' fees in

the amount of $1,000.00 (included in the deduction

claimed for salaries and wages) is disallowed.

(d) An additional deduction for capital stock

taxes is allowed in the amomit of $2,187.50.

(e) An additional deduction is allowed for fran-

chise taxes in the amount of $66.41.
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Exhibit A—(Continued)

Computation of Declared Value Excess-Profits Tax

Taxable Year Ended December 31, 1942

Net income adjusted $65,472.70

Less: 10% of $500,000.00 value of capital stock as de-

clared in the capital stock tax return for the year ended

June 30, 1942 50,000.00

Net income subject to declared value excess-profits tax....$15,472,70

Declared value excess-profits tax:

6.6% of $15,472.70 $1,021.20

Correct declared value excess-profits tax liability $ 1,021.20

Declared value excess-profits tax assessed:

Original, Account No. 1437761 None

Deficiency of declared value excess-profits tax $ 1,021.20

Computation of Excess Profits Net Income

Taxable Year Ended December 31, 1942

Excess profits net income as disclosed by return $20,054.72

Additions

:

(a) Excessive depreciation disallowed ....$ 898.22

(b) Compensation of officers and directors

disallowed 37,000.00 37,898.22

Total
'.

$67,952.94

Reductions

:

(c) Additional capital stock taxes allowed..$2,187.50

(d) Additional franchise tax allowed 66.41

(e) Additional declared value excess-profits

tax allowed 1,021.20 3,275.11

Excess profits net income adjusted $64,677.83
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Exhibit A—(Continued)

Explanation of Adjustments

(a), (b), (c) and (d). These adjustments are the

same as those made to net income and previously

explained.

(e) A deduction is allowed for declared value

excess-profits tax in the amount of the deficiency

thereof as shown above in the computation of de-

clared value excess-profits tax.

Adjustments to Invested Capital

Taxable Year Ended December 31, 1942

Invested capital as disclosed by return $7,406.96

Additions:

(a) Accumulated earnings at January 1, 1942,

understated S891.81

(b) Average borrowed invested capital

understated 267.80 1,159.61

Invested capital adjusted S8,566.57

Explanation of Adjustments

(a) Amount of accumulated earnings determined S 930.27

Amount reported (line 4, Schedule C of return) 38.46

Additional amount allowed $ 891.81

(b) Average borrowed capital determined $11,272.60

Average borrowed capital reported 10,736.99

Increase $ 535.61

50% of increase $ 267.80

Computation of Excess Profits Credit

Taxable Year Ended December 31, 1942

Invested capital $8,566.57

8% of invested capital $ 685.33

Excess profits credit $ 685.33
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Exhibit A—(Continued)

Computation of Adjusted Excess Profits Net Income

Taxable Year Ended December 31, 1942

Excess Profits Net Income $64,677.83

Less : Exemption $5,000.00

Excess profits credit 685.33 5,685.33

Adjusted excess profits net income $58,992.50

Computation of Excess Profits Tax

Taxable Year Ended December 31, 1942

Tax under Section 710(a)(1)(A) I.R.C.

1. Adjusted excess profits net income $58,992.50

2. Excess profits tax (90% of $58,992.50) $53,093.25

Tax under Section 710(a) (1) (B) I.R.C.

3. Net income $65,472.70

4. Less: Declared value excess-profits tax 1,021.20

5. Surtax net income computed without the credit for in-

come subject to excess profits tax $64,451.50

6. 80% of Item 5 $51,561.20

7. Income tax as computed below 1,373.93

8. Excess of Item 6 over Item 7 $50,187.27

Tax under Section 710(a), I.R.C.

9. Excess profits tax, lesser of Items 2 and 8 $50,187.27

10. Correct excess profits tax liability $50,187.27

11. Excess profits tax assessed

:

Original, Account No. 1437839 $21,497.27

12. Deficiency of excess profits tax $28,690.00

Computation of Income Tax

Taxable Year Ended December 31, 1942

Net income $65,472.70

Less: Declared value excess-profits tax $1,021.20

Income subject to excess profits tax.... 58,992,50 60,013.70
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Exhibit A—(Continued)

Normal tax net income $ 5,459.00

Surtax net income S 5,459.00

Income Tax:

Normal Tax

:

15% of S5,000.00 $ 750.00

17% of S 459.00 $ 78.03

Total S 828.03

Surtax

:

10% of $5,459.00 545.90

Total income tax $ 1,373.93

Correct income tax liability $ 1,373.93

Income Tax Assessed:

Original, Account No. 1437761 $ 1,504.48

Overassessment of income tax $ 130.55

[Endorsed] : T.C.U.S. Filed Jan. 23, 1945.

[Title of Tax Court and Cause.]

ANSWER
The Commissioner of Internal Revenue, by his

attorney, J. P. Wenchel, Chief Counsel, Bureau of

Internal Revenue, for answer to the petition of the

above-named taxpayer, admits and denies as fol-

lows:

1 and 2. Admits the allegations contained in

paragraphs 1 and 2 of the petition.

3. Admits that the taxes in controversy are de-

clared value excess profits tax and excess profits

tax for the year 1942.

4(a) (b). Denies the allegations contained in sub-

paragraphs (a) and (b) of paragraph 4 of the peti-

tion.
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5. Denies the allegations of facts, contentions and

arguments in paragraph 5 of the petition.

6. Denies each and every allegation contained

in the petition not hereinbefore specifically ad-

mitted or denied.

Wherefore, it is prayed that the determination

of the Commissioner be approved.

/s/ J. P. WENCHEL,
Chief Counsel, Bureau of Internal Revenue.

Of Counsel:

B. H. NEBLETT,
Division Counsel.

E. C. CROUTER,

B. M. COON,
Special Attorneys,

Bureau of Internal Revenue.

[Endorsed] : T.C.U.S. Filed Mar. 12, 1945.

[Title of Tax Court and Cause.]

AMENDMENT TO PETITION

Walts, Inc., by George H. Zeutzius and A. P. G.

Steffes, its counsel, with leave of Court first had

and obtained, amends its petition filed herein as

follows

:

Add the following subparagraph to paragraph

numbered 4:

(c) The Commissioner of Internal Revenue ex-

ceeded his jurisdiction, powers and authority in

assuming visitatorial power over the salary pay-
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ments through themedium of a disallowance of part

of the payments actually made by petitioner to

Messrs. Cunningham and Morse during 1942 in

the aggregate smn of $56,000.00.

Insert the following subparagraph immediately

after the first sentence of paragraph numbered 5:

(a) Section 23(a)(1)(A) of the Internal Reve-

nue Code allows the deduction of all ordinary and

necessary business expenses. Directors' fees aggre-

gating $1,000.00 were actually paid by petitioner

to four of its directors for their attendance and

services at directors' meetings during 1942. All

such fees were paid pursuant to proper corporate

authority and resolutions therefor, were in their

entirety ordinary and necessary business expenses

of petitioner for 1942, and were proper and lawful

deductions. If this contention be denied, petitioner

contends that the fees and salaries involved were

allowable for the following reasons:

Add the following paragraph at the end of para-

graph numbered 5:

(c) Section 23(a)(1)(A) of the Internal Revenue

Code allows the deduction of all ordinary and

necessary business expenses. Salaries of $28,000.00

each were actually paid by petitioner to W. J.

Cumiingham and E. D. Morse during 1942 as

compensation for services rendered by them and

said amounts were in their entirety ordinary and

necessary expenses incurred and paid by peti-

tioner in the conduct of its business operations.

Substitute the following paragraph for the prayer

contained in the petition as heretofore filed:

Wherefore, petitioner prays that this Court may
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hear the proceeding, find that no additional excess

jDrofits taxes or declared value excess profits taxes

are due from petitioner for the taxable calendar

year 1942; that the Commissioner acted without

authority in undertaking to disallow the directors'

fees of $1,000.00 and $36,000.00 of the salaries

paid; and for such other further and general relief

as to the Court may seem meet and proper.

/s/ GEORGE H. ZEUTZIUS,

/s/ A. P. G. STEFFES,
Attorneys for Petitioner.

[Endorsed] : T.C.U.S. Filed June 18, 1946.

[Title of Tax Court and Cause.]

ANSWER TO AMENDMENT TO PETITION

The Commissioner of Internal Revenue, by his

attorney, J. P. Wenchel, Chief Counsel, Bureau of

Internal Revenue, for answ^er to the amendment to

petition of the above-named taxpayer, admits and

denies as follows:

4(c) Denies the allegations contained in sub-

paragraph (c) of paragraph 4 of the amendment

to petition.

5(a) Denies the allegations contained in sub-

paragraph (a) of paragraph 5 of the amendment
to petition.

(c) Denies the allegations contained in subpara-

graph (c) of paragraph 5 of the amendment to

petition.
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6. Denies each and every allegation contained

in the amendment to petition.

Wherefore, it is prayed that the determination of

the Commissioner be approved.

/s/ J. P. WENCHEL,
Chief Comisel,

Bureau of Internal Revenue.

Of Counsel:

B. H. NEBLETT,
Division Counsel.

EARL C. CROUTER,

W. J. McFARLAND,
Special Attorneys,

Bureau of Internal Revenue.

[Endorsed] : T.C.U.S. Filed June 18, 1946.

[Title of Tax Court and Cause.]

STIPULATION OF FACTS

It is hereby stipulated and agreed, by and be-

tween the parties hereto, by their respective counsel,

that the following facts should be taken as true,

without prejudice to the right of either party to

introduce other and further evidence not incon-

sistent therewith; and each party reserves the right

to object to any part of the stipulated facts on

any and all grounds he or it may deem proper:

1. Petitioner, Walts, Inc., known also by the

fictitious trade name of Aero Alloys, was incor-

porated under the laws of California on April 24,

1940, with an authorized capital stock of $25,000.00,
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divided into 2,500 shares of a par value of $10.00

per share. Its principal office and place of business

is 5511 Boyle Avenue, Los Angeles 11, California.

2. Petitioner's Articles of Incorporation were

executed April 22, 1940, by Walter E. Withers,

Walter J. Cunningham and J. Robert Muratta, all

of Los Angeles, California. By its Articles, which

named the three incorporators as its first directors,

petitioner was and is authorized, among other

things, as follows:

To own, operate, maintain, manage, equip, im-

prove, repair, alter and otherwise deal with, use and

enjoy, to invent, design, develop, assemble, build,

construct, fabricate, manufacture, buy, import,

lease as lessee and otherwise acquire, to mortgage,

deed in trust, pledge and otherwise encumber, and

to sell, export, lease as lessor, and otherwise disposB

of goods, wares, merchandise and personal property

of every sort, nature and description.

3. Petitioner's organization meeting was held

by its directors, Messrs. Withers, Cunningham and

Muratta, on April 25, 1940. Withers was elected

president, Muratta was elected vice-president, and

Cunningham secretary and treasurer. At this meet-

ing the directors adopted the following resolutions,

among others:

Resolved : That whereas, it is deemed to the best

interests of this corporation that Fifty (50) Shares

of its Common Stock of the par value of Ten

($10.00) Dollars per share be issued to Walter E.

Withers for an assignment and transfer to the

corporation of all his right, title and interest in

and to the Foundry Equipment, an inventory of
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which is attached hereto; and the assets so trans-

ferred is of the fair vahie of $600.00;

And, whereas, it is deemed to be to the best

interests of this corporation that One Hundred

(100) Shares of its Common Stock, of the par

value of Ten ($10.00) Dollars per share, be issued

and sold:

Fifty (50) Shares to Walter E. Withers.

Fifty (50) Shares to Katharyn S. Cunningham.

Resolved: That the officers of this corporation

shall not be entitled to any compensation for any

services that might be rendered and that the said

corporation shall not employ any person or per-

sons, or incur any liability whatsoever for salaries.

By resolution the president was authorized to

enter into an agreement with John and Alex Ruz-

zamenti for the purpose of putting to use the

foundry equipment to be assigned to the corpora-

tion by Walter E. Withers and of obtaining pro-

duction of ornamental fixtures of all kinds and

description for sale and distribution.

4. On May 9, 1940, the California Commissioner

of Corporations authorized petitioner to issue and

sell not to exceed fifty (50) of its shares as con-

sideration for the personal property of Withers

(consisting of foundry equipment and supplies)

which was first to be transferred and assigned to

petitioner free and clear of liens and encumbrances

;

also to sell and issue to Walter E. Withers and
Katharyn S. Cunningham (wife of Walter J. Cun-
ningham), or either of them, an aggregate not to

exceed One Hundred (100) of petitioner's shares

at par for cash.
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5. Walter E. Withers executed a bill of sale

to petitioner of his foundry equipment and sup-

plies and a double-end grinder then located at

1170 East Slausson Avenue, Los Angeles, in con-

sideration for the issuance to him of Fifty (50)

shares of petitioner's stock. On May 15, 1940,

petitioner issued fifty (50) shares of its stock to

AVithers for said foundry personal property. On
the same day an additional fifty (50) shares were

issued to Withers for Five Hundred ($500.00) Dol-

lars in cash. Fifty (50) shares were also issued on

May 15th to Katharyn S. Cunningham for cash.

At all times between May 15, 1940, and December

31, 1942, inclusive, petitioner's issued and outstand-

ing capital stock consisted of $1,500.00. During

1940 petitioner's outstanding shares were owned,

One Hundred by Withers and Fifty by Katharyn

S. Cunningham, wife of Walter J. Cunningham. On
March 31, 1941, Withers surrendered his certificates

for one hmidred shares of stock and there was

issued in lieu thereof seventy-five (75) shares on

March 31, 1941, to E. D. Morse, and twenty-five

(25) shares to Katharyn S. Cunningham. From
March 31, 1941, through December 31, 1942, peti-

tioner's outstanding stock was owned, seventy-five

(75) shares by E. D. Morse and seventy-five (75)

shares by Katharyn S. Cunningham.

6. By two separate written agreements dated

February 26, 1941, between the Aluminum Com-
pany of America, a Pennsylvania corporation, and

petitioner, the former as owner of four patented

processes for the thermal treatment of casting of

alloy compositions, licensed petitioner to use the
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same in the factories and shops of petitioner in

the United States in consideration for payment

of a royalty of one-half cent per pound on all

articles produced by petitioner with the use of such

processes. By letter dated August 28, 1942, the

Almninum Company of America granted petitioner

the right to the use of said processes royalty free

from July 1, 1942, until the cessation of hostilities

''because of the direct relationship of the heat

treatment of aluminum alloy castings to wartime

production". Attached hereto and marked Exhibit

"1-A" hereof are photostat copies of the above

mentioned written agreements dated February 26,

1941, together with a letter dated August 28, 1942,

addressed to the petitioner from the Aluminum

Company of America.

7. Under date of March 31, 1941, the petitioner's

directors authorized and directed petitioner to lease

or build and construct an adequate plant and pur-

chase and install equipment to maintain said plant

and to do all things necessary to diligently and

efficiently establish a plant for the manufacture

of aluminum alloys products. For the purpose of

obtaining needed funds with which to set up and

operate a foundry for the manufacture of sand cast

aluminum parts, the then foundry being unsuitable,

the directors at their meeting of March 31, 1941,

adopted a resolution authorizing the borrowing of

$8,500.00 for the benefit of petitioner from D. M.

Morse and to give petitioner's obligation in evi-

dence thereof, said sum to be repaid as soon as

sufficient reserves were available. On March 28,

1941, Muratta resigned as a director and vice-pres-



Commissioner of Internal JReveynie 29

ident and E. D. Morse was appointed a director in

his place.

8. By resolution adopted March 28, 1941, peti-

tioner's directors authorized the hiring of em-

ployees and the payment of salaries for their serv-

ices. Pursuant thereto one George E. Schultz was

appointed general manager, but never performed

any services in that capacity. The board authorized,

on March 31, 1941, the payment of salaries of

$200.00 per month to Walter J. Cunningham and

$200.00 per month to E. D. Morse for their services

until such time as the directors should determine

otherwise. Withers also resigned as a director and

president of the corporation on March 31, 1941, and

Walter J. Cunningham was appointed president,

E. D. Morse secretary-treasurer and director, and

George E. Schultz vice-president and director.

9. On July 14, 1941, petitioner's directors author-

ized the borrowing of Two Thousand ($2,000.00)

Dollars from the Bank of America at Long Beach,

to be used for paying outstanding bills and to be

repaid to the bank out of monies due petitioner on

accounts receivable from the Douglas Aircraft Cor-

poration of Santa Monica, which accounts were

payable to petitioner on August 10, 1941. Said

resolution w^as adopted to secure the endorsement

of E. D. Morse on the note to the bank for said

loan.

10. On October 31, 1941, petitioner's directors

adopted a resolution to amend its Articles of Incor-

poration to provide for four directors instead of

three. The necessary steps to amend the Articles

were promptly taken.
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11. At the amiual stockholders' meeting of peti-

tioner on January 5, 1942, the following directors

were elected: Walter J. Cunningham, Mrs. Kath-

aryn S. Cunningham, Mrs. Dorothy M. Morse, El-

mer D. Morse.

The directors, immediately following the stock-

holders' meeting, elected said persons president,

vice-president, vice-president and scretary-trasurer

respectively. At their meeting of January 5, 1942, the

foregoing directors adopted resolutions reading as

follows

:

Resolved: that, notwithstanding any action here-

tofore taken by the Board of Directors, by resolu-

tion or otherwise, that the President, Walter J.

Cunningham, be paid at the rate of Twenty-four

Thousand Dollars ($24,000.00) per year for his

services, and that the Secretary and Treasurer, E.

D. Morse, be paid at the rate of Twenty-four Thou-

sand Dollars ($24,000.00) per year for his services

;

and

Be It Further Resolved: that the respective sal-

aries of said Walter J. Cmmingham and E. D.

Morse, be, and the same hereby are, effective as

of and from January 1, 1942, and that same be

paid in such installments, monthly or otherwise,

as the officers may from time to time elect.

Be It Further Resolved: that it is the intent

hereby to revoke any action heretofore taken by
the Board of Directors in regard to the respective

salaries of said officers.

12. At a meeting held April 10, 1942, peti-

tioner's directors authorized the purchase and in-

stallation of a new heat treating furnace at the
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cost of approximately $5,000.00 and the erection

of an addition to petitioner's plant, together with

necessary equipment, to cost approximately $3,000.

13. On June 12, 1942, petitioner's directors au-

thorized its president and treasurer to erect an

additional building on the north side of petitioner's

plant and to purchase necessary equipment at an

expenditure of approximately $2,500.00.

14. At a meeting held August 14, 1942, peti-

tioner's directors adopted a motion "that each

director be paid the sum of $25.00 for attendance

at each meeting of the board of directors".

15. At a meeting held August 28, 1942, peti-

tioner's directors adopted resolutions increasing

salaries of its president Walter J. Cunningham and

its secretary-treasurer E. D. Morse to $36,000.00

each per year for his services, said salaries to be

effective as of September 1, 1942. The minutes

stated in part as follows:

The president stated that the increased business

of the corporation, and its many new developments,

has increased the burdens and the responsibilities

and time necessary for the officers to devote to

the business of the corporation; therefore,

On motion duly made, seconded and unanimously

carried, the following resolution was adopted:

Resolved: that notwithstanding any action here-

tofore taken by the Board of Directors, by resolu-

tion or otherwise, that the President, Walter J.

Cimningham, be paid at the rate of Thirty-six
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Thousand Dollars ($36,000.00) per year for his

services, and that the Secretary and Treasurer, E.

D. Morse, be paid at the rate of Thirty-six Thou-

sand Dollars ($36,000.00) per year for his services

;

and

Be It Further Resolved: that the respective sal-

aries of said Walter J. Cunningham and E. D.

Morse, be and same hereby are, effective as of

and from September 1, 1942, and that same be paid

in such instalhnents, monthly or otherwise, as the

officers may from time to time elect.

16. At a meeting held September 15, 1942, the

minutes recorded were in part as follows

:

The President stated that the increased demands
upon the business of the corporation made it neces-

sary to consider erection of building and acquiring

equipment.

On motion duly made, seconded and unanimously

carried the President and Secretary of the cor-

poration were authorized and directed to effect the

construction of a new building on premises leased

from the American Mineral Company and to obtain

necessary equipment for said building, all at a cost

of approximately $9,000.00.

17. During the period August 28, 1942, to Decem-
ber 30, 1942, inclusive, ten recorded directors' meet-

ings were held at which all four directors were

loresent. The discussions in the meetings dealt

chiefly with reports on the increase of the business,

bank loans, the construction of additions to peti-

tioner's plant, the purchase of necessary additional
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equipment, the authorization thereof, and of other

expenditures ; also that arrangements had been com-

pleted for a line of credit with the Bank of America

up to Twenty-five Thousand ($25,000.00) Dollars.

18. During 1942, petitioner's business consisted

entirely of the manufacture and sale of airplane

parts as a sub-contractor for airplane parts used

by aircraft corporations engaged in war work,

which said parts were made of aluminum by use

of the heating processes covered by the licensing

agreements with the Aluminum Company of Amer-

ica.

19. Petitioner's gross sales in 1940 were

$1,227.38, and it sustained an operating loss for

the year ending December 31, 1940, in the amount

of $1,123.58. No salaries were paid by petitioner

to any of its officers or directors during 1940.

During 1941 petitioner's gross sales amounted to

$39,996.19, and respondent determined that peti-

tioner had an adjusted net taxable income of

$1,205.92. During 1941 it paid salaries to its officers

aggregating $3,300.00, of which $1,650.00 was paid

to its president, Walter J. Cunningham, and

$1,650.00 to its secretary, E. D. Morse, both of

whom devoted their entire time to petitioner's busi-

ness and operations. During the calendar year 1942

petitioner's gross sales amounted to $434,363.44, and

its net profit before payment of salaries to its

officers amounted to $85,828.39. During 1942 peti-

tioner paid officers' salaries aggregating $56,000.00,

of which $28,000.00 was paid to its president, Wal-
ter J. Cunningham, and $28,000.00 to its secretary.
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E. D. Morse, both of whom devoted their full time

to the business and operations of petitioner. In

addition, each of the four directors was paid $250.00

during 1942 for attendance and services at direc-

tors' meetings, being at the rate of $25.00 per

meeting per director for ten of the directors' meet-

ings held during 1942.

No dividends were paid by petitioner at any

time during the period April 24, 1941, to December

31, 1942, inclusive.

20. Petitioner kept its books and filed its income

and profits tax returns on the accrual and calendar

year basis. It filed its income and declared-value

excess profits tax returns and excess profits tax

returns with the Collector of Internal Revenue for

the Sixth Collection District of California at Los

Angeles.

21. The Commissioner determined that petitioner

had overpaid its 1942 income taxes in the amoimt

of $130.55, that there was a deficiency of $1,021.20

in petitioner's 1942 declared-value excess profits tax

and a deficiency of $28,690.00 in petitioner's 1942

excess profits tax. In arriving at said deficiency

determination, the Commissioner disallowed $36,-

000.00 of the total amount of $56,000.00 paid equally

to Messrs. Cunningham and Morse during 1942 and

claimed as a compensation deduction by petitioner

for the taxable year 1942. The Commissioner also

disallowed $1,000.00 claimed by the petitioner to

have been paid as directors' fees during 1942 to the

four directors as follows:

$250.00 to Walter J. Cunningham;
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$250.00 to E. D. Morse;

$250.00 to Katharyn S. Cunningham, and

$250.00 to Dorothy M. Morse.

22. True copies of petitioner's balance sheets

and i^rofit and loss statements for the years 1941

and 1942, marked Exhibits ''2-B", ''3-C", ''4-D"

and ^'5-E", are attached hereto and by reference

made a part hereof.

23. True copies, per books, of petitioner's notes

payable, sales and earned surplus accounts, and of

the W. J. Cunningham drawing account are at-

tached hereto, marked Exhibits '^6-F", "T-G", ''8-

H" and ''9-1", and by reference made a part hereof.

The drawing account for E. D. Morse for the

period shown in Exhibit "9-1" is identical in all

respects with said Exhibit "9-1". As of December

31, 1942, petitioner's books reflect the entry of a

credit of $500.00 in an account entitled "Paid In

Surplus '

'.

/s/ GEO. H. ZEUTZIUS,

/s/ A. P. G. STEFFES (by G.H.Z.)

Counsel for Petitioner.

/s/ J. P. WENCHEL,
Chief Counsel, Bureau of Internal Revenue, Coun-

sel for Respondent.
* * * *
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EXHIBIT 2-B

WALTS INC. d/b/a AERO ALLOYS INC.

BALANCE SHEET—DECEMBER 31, 1941

Assets

:

Cash S 1,450.98

Notes and Accounts Receivable 6,749.13

Inventories

:

Raw Material S 750.00

Finished Goods 2,500.00

Supplies 550.00

3,800.00

Depreciable Assets $9,638.13

Less: Reserve for Depreciation and

Amortization 796.45

8,841.68

Other Assets:

Deposits $ 253.90

Organization Expense 159.00

412.90

Total Assets $21,254.69

Liabilities:

Accounts Payable $ 4,987.45

Notes Payable 12,000.00

Accrued Payroll 534.00

Other Liabilities:

Accrued Social Security Taxes $1,372.06

Federal Income and Excess Profits Tax 10.22

Federal Capital Stock Tax (1941) 312.50

$ 1,694.78

Capital Stock— (Common) 1,500.00

Paid-in Surplus 500.00

Earned Surplus 38.46

Total Liabilities and Net Worth $21,254.69
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EXHIBIT 3-C

WALTS INC. d/b/a AERO ALLOYS INC.

PROFIT AND LOSS STATEMENT—DECEMBER 31, 1941

Sales $39,996.19

Cost of Sales

:

Purchases $ 9,612.56

Salaries and Wages 22,725.89

Other Costs 2,723.48

$35,061.93

Less: Inventory 12/31/41 3,800.00

.. 31,261.93

Gross Profit $ 8,734.26

Expenses

:

Compensation Officers $ 3,300.00

Rent 480.00

Interest 44.42

Taxes 546.34

Depreciation 596.45

Bank Charges 10.06

Entertainment 48.20

Royalties 30.07

Towels 4.35

Freight and Express 53.89

Insurance 98.40

Utilities 58.92

Office Supplies 257.22

Telephone 129.33

Auto and Delivery Expense 52.39

Advertising 30.00

Permit 16.00

Legal and Audit 354.00

Formula Writeoff 1,140.00

$ 7,250.04

Net Profit $ 1,484.22
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EXHIBIT 4-D

WALTS INC. d/b/a AERO ALLOYS INC.

PROFIT AND LOSS STATEMENT—DECEMBER 31, 1942

Sales $434,363.44

Cost of Sales:

Raw materials, beginning inventory S 750.00

Purchases 76,541.49

$ 77,291.49

Closing Inventory 7,280.35

Cost of Raw Materials S 70,011.14

Direct Labor 209,770.67

Depreciation 3,313.19

Freight and Express 383.22

*Supplies 2,383.43

Group Insurance 413.60

Sacks and Boxes 1,117.53

Small Tools 1,902.02

Gates and Risers 79.91

Core Oil 834.58

Sand 1,871.41

Crucibles 10,145.03

Gas and Power 5,287.90

Shop Supplies 1,242.89

Sand Blast 7,294.63

Laboratory and X-Ray 2,461.61

Repairs 4,173.02

Compensation Insurance 5,240.48

Pay Roll Taxes 8,412.02

Patterns 515.90

Miscellaneous Expense 243.99

$337,098.17

Beginning Inventory, Finished Goods.... 2,500.00

$339,598.17

Closing Inventory, Finished Goods 10,434.20

$329,163.97

Gross Profit $105,199.47



Commissioner of Internal Revenue 39

Exhibit 4-D—(Continued)

Expenses

:

Executive Salaries S 56,000.00

Office Salaries 3,326.30

Rent 1,700.00

Entertainment 2,792.75

Office Supplies and Stationery 1,253.22

Telephone and Telegraph 431.30

Taxes and Licenses 982.35

Payroll Taxes 365.72

Legal and Accounting Service 1,893.25

Auto Travel 2,574.81

Utilities 110.74

Repairs 660.73

Royalties 438.53

Insurance 982.58

Interest 464.65

Directors' Fees 1,000.00

Freight and Express 162.71

Subscriptions and Dues 31.00

Advertising 31.44

Miscellaneous 169.02

S 75,371.08

Net Profit S 29,828.39

Supplies Inventory 1/1/42 % 550.00

Supplies Purchased 2,333.43

$2,883.43

Less: Supplies Inv. 12/31/42 500.00

Supplies Used $2,383.43
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EXHIBIT 5-E

WALTS INC. d/b/a AERO ALLOYS INC.

BALANCE SHEET—DECEMBER 31, 1942

Assets

:

Cash S 9,406.51

Notes and Accounts Receivable 39,246.36

Inventories

:

Raw Material $ 7,280.35

Finished Goods 10,434.20

Supplies 500.00

18,214.55

Depreciable Assets $34,747.98

Less: Reserve for Depreciation and

Amortization 4,109.64

30,638.34

Other Assets:

Deposits $ 123.90

Organization Expense 159.00

Prepaid Insurance 2,151.92

Post War Excess Profits Tax Credit 2,149.73

Tax Refund Claims (State) 239.76

Tax Refund Claims (Federal) 631.10

5,455.41

Total Assets $102,961.17

Liabilities:

Accounts Payable $ 28,812.07

Notes Payable 33,500.00

Other Liabilities:

Accrued Social Security Taxes $ 5,484.61

Federal Income and Excess Profits Tax 23,001.75

Accrued Compensation Insurance 559.75

Employees' Defense Bonds 588.16

29,634.27

Capital Stock (Common) 1,500.00

Paid-in Surplus 500.00

Earned Surplus 9,014.83

Total Liabilities and Net Worth $102,961.17
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The Tax Court of the United States

[Title of Cause.]

George H. Zeutzius, Esq., and A. P. G. Steifes,

Esq., for the petitioner. W. J. McFarland, Esq.,

for the respondent.

MEMORANDUM FINDINGS OF FACT AND
OPINION

Harlan, Judge: The respondent determined a

deficiency in the declared value excess profits tax

of petitioner for the year 1942 in the amount of

$1,021.20, and in excess-profits taxes for the same

year in the amount of $28,690.

The questions involved are:

1. Whether respondent correctly disallowed cer-

tain amounts as deductions by petitioner on the

ground that they constituted exclusive compensa-

tion for services rendered by W. J. Cunningham

and E. D. Morse during the year 1942, and

2. Whether the respondent correctly disallowed

amounts paid by petitioner to each of its directors

during the same year.

FINDINGS OF FACT
Petitioner, Walts, Inc., known also by the fictit-

ious name of Aero Alloys, has its principal office

and place of business in Los Angeles, California.

Its books are kept and its returns filed on the

accrual and calendar year basis. Its return for

1942 was filed with the Collector of Internal Reve-

nue for the Sixth District of California at Los

Angeles.
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sum of $1,140 in obtaining them. A resolution was

adopted directing that she be reimbursed for the

moneys expended. The directors also authorized the

leasing or construction of an adequate plant and

the purchase and installation of equipment to main-

tain said plant for the manufacture of aluminum

alloys products. For the purpose of obtaining

needed funds, the directors authorized the borrow-

ing of $8,500 from Dorothy M. Morse, the wife of

Elmer D. Morse. The authorized loan was made

and petitioner gave its note for $8,500 to Dorothy

M. Morse. Thereafter a building 40x60 feet was

leased.

At the March 31, 1941, meeting the board also

authorized the payment of salaries of $200 per

month each to Walter J. Cunningham and Elmer

D. Morse for their services. It accepted the resigna-

tion of Muratta as a director and vice-president and

appointed Morse to succeed him as a director.

Withers resigned as a director and president of

the corporation, and Walter J. Cmmingham was

appointed president and Morse secretary and treas-

urer.

At or about the time of the March, 1941, meeting

Katharyn S. Cunningham became the owTier of 75

shares of petitioner's outstanding stock and Elmer
D. Morse the owner of the remaining 75 shares, and

this ownership of stock prevailed throughout the re-

mainder of the year 1941 and during the year 1942.

On January 5, 1942, the stockholders of peti-

tioner had a meeting and elected Walter J. Cun-

ningham, Katharyn S. Cunningham, Dorothy M.

Morse, and Elmer D. Morse to be directors. At a
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directors' meeting on the same day a resolution was

adopted that Walter J. Cunningham and Elmer D.

Morse each be paid at the rate of $24,000 per

amium for their services effective as of January

1, 1942. Cunningham was elected president, Mrs.

Cmmingham vice-president, Morse secretary and

treasurer, and Mrs. Morse vice-persident.

At a meeting held April 10, 1942, petitioner's

directors authorized the purchase and installation

of a new heat treating furnace at the cost of

approximately $5,000 and the erection of an addi-

tion to petitioner's plant, together with necessary

equipment, to cost approximately $3,000.

On June 12, 1942, petitioner's directors author-

ized its president and treasurer to erect an addi-

tional building on the north side of petitioner's

plant and to purchase necessary equipment at an

expenditure of approximately $2,500.

At a meeting held August 14, 1942, petitioner's

directors adopted a motion ''that each director be

paid the sum of $25 for attendance at each meeting

of the board of directors".

On August 28, 1942, the Aluminum Company of

America wrote jjetitioner that because of the direct

and immediate relationship of the heat treatment

of aluminmn alloy castings to war time production,

the license agreement of February 26, 1941, was to

be royalty-free from July 1, 1942, until the cessa-

tion of hostilities.

At a meeting held August 28, 1942, petitioner's

directors adopted resolutions that Walter J. Cmi-

ningham and Elmer D. Morse each be paid at the
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rate of $36,000 per year for their services effective

as of September 1, 1942.

During the period August 28, 1942, to December

30, 1942, inclusive, ten recorded directors' meetings

were held at which all four directors were present.

The discussions in the meetings dealt chiefly with

reports on the increase of the business, bank loans,

the construction of additions to petitioner's plant,

the purchase of necessary additional equipment,

the authorization thereof, and of other expendi-

tures; also that arrangements had been completed

for a line of credit with the Bank of America up

to Twenty-five Thousand Dollars.

During 1942, petitioner's business consisted en-

tirely of the manufacture and sale of airplane

i:)arts as a sub-contractor for airplane parts used

by aircraft corporations engaged in war work,

which said parts were made of aluminmn by use

of the heating processes covered by the licensing

agreements with the Almninum Company of Amer-

ica.

Petitioner's gross sales in 1940 were $1,227.38,

and it sustained an operating loss for the year

ending December 31, 1940, in the amount of

$1,123.58. No salaries were paid by petitioner to

any of its officers or directors during 1940. During

1941 petitioner's gross sales amounted to $39,996.19,

and respondent determined that petitioner had an

adjusted net taxable income of $1,205.92. During

1941 it paid salaries to its officers aggregating $3,300,

of which $1,650 was paid to its president, Walter

J. Cmmingham, and $1,650 to its secretary, E. D.

Morse, both of whom devoted their entire tune to
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I)etitioner's business and operations. During the cal-

endar year 1942 petitioner's gross sales amounted to

$434,363.44, and its net profit before payment of

salaries to its officers amounted to $85,828.39. During

1942 petitioner jjaid officers' salaries aggregating

$56,000, of which $28,000 was paid to its president,

Walter J. Cunningham, and $28,000 to its secretary,

E. D. Morse, both of whom devoted their full time

to the business and operations of petitioner. In addi-

tion, each of the four directors were paid $250

during 1942 for attendance and services at directors'

meetings, being at the rate of $25 per meeting per

director for ten of the directors' meetings held dur-

ing 1942.

No dividends were paid by petitioner at any time

during the period April 24, 1941, to December 31,

1942, inclusive.

The gross sales per books of petitioner reflect the

following monthly cumulative balances for the per-

iod August 31, 1941, to December 31, 1943, inclusive

:

Aug. 31, 1941 S 7,208.87 Nov. 30, 1942 S369,684.11

Sept. 30, 1941 10,357.09 Dec. 31, 1942 434,363.44

Nov. 30, 1941 26,789.91

Dec. 31, 1941 39,996.19 Jan. 31, 1943 $ 68,469.17

Feb. 28, 1943 151,118.93

Jan. 31, 1942 $ 11,982.38 Mar. 31, 1943 246,500.53

Feb. 28, 1942 25,321.67 April 30, 1943 337,799.36

Mar. 31, 1942 42,455.69 May 30, 1943 399,247.60

April 30, 1942 65,515.58 June 30, 1943 474,109.72

May 31, 1942 91,019.92 July 31, 1943 551,789.76

June 30, 1942 126,858.37 Aug. 31, 1943 617,334.03

July 31, 1942 170,755.49 Sept. 30, 1943 685,084.75

Aug. 31, 1942 215,347.22 Oct. 30, 1943 776,982.08

Sept. 30, 1942 263,711.51 Nov. 30, 1943 873,646.35

Oct. 31, 1942 311,958.67 Dec. 31, 1943 964,862.25
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In deteriiiiiiiiig the deficiencies, the Commissioner

disallowed $36,000 of the total amomit of $56,000

paid equally to Cumiingham and Morse during 1942

and clauned as a compensation deduction by peti-

tioner for the taxable year 1942. The respondent

also disallowed directors' fees totalling $1,000, paid

to the four directors for attendance at ten meetings,

at the rate of $25 per meeting.

Durmg the year 1942, both Cunningham and Morse

devoted from twelve to fourteen hours each day to

their duties as president and secretary and treasurer.

Cunningham performed a variety of duties during

that year including those of general and production

manager, sales promotion, metallurgist, shipping

clerk, and inspector of castings. Morse, who oper-

ated several sporting goods stores prior to his asso-

ciation with petitioner, handled the financial end

of the business, ofl&ce detail, and matters pertaining

to the scheduling of parts out of the fomidry. Morse

severed his connections with petitioner in June, 1943.

The profit and loss accomit appearing on the books

of the petitioner for the years 1941 and 1942 reflects

the following:

1941 1942

Sales S39,996.19 S434.363.44

Cost of goods sold 3L261.93 329,163.97

Gross profit 8,734.26 105,199.47

Compensation of officers 3,300.00 56,000.00

Other expenses 3,950.04 19,371.08

Net profit (before taxes) 1,484.22 29,828.39

A reasonable allowance for salary for the services

rendered by Walter J. Cunningham and Ehner D.

Morse to the petitioner as president and secretary-

treasurer, respectively, during the year 1942 was

$10,000 per annum for each.
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A reasonable allowance for directors' fees for

services rendered by the four directors of petitioner

at ten meetings attended by them during the period

of August 28, 1942, to December 31, 1942, inclusive,

was $25 per meeting, or a total of $1,000.

OPINION
The first contention of petitioner is that the

respondent is without power to partially disallow

as excessive previously authorized salaries actually

paid by petitioner during the taxable year 1942, for

services rendered to it in the carrying out of its

business.

We are not unpressed by this contention. Section

23(a)(1)(A) provides that in computing net income

there shall be allowed as a deduction "All the ordin-

ary and necessary expenses paid or incurred during

the taxable year in carrying on any trade or business,

including a reasonable allowance for salaries or other

compensation for personal services actually rendered

* * *." The petitioner argues that the "including"

clause was added by Section 234(a)(1) of the Reve-

nue Act of 1918 to make provision for a reasonable

allowance as compensation for services rendered,

though none was actually paid, in order to rectify the

hardship worked upon partnerships, individual pro-

prietorships and closely held corporations by the

excess profits provisions of the Act of October 3,

1917, and that the amendment was intended as a

liberalization rather than a restriction in its applica-

tion. Even if it be assumed that petitioner is correct

in its argument, respondent's inquiry as to reason-

ableness could not be logically limited to amounts

not actually paid. In Botany Worsted Mills v. United
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States, 278 U. S. 282, a case which arose under the

1916 Act as amended by the War Revenue Act of

1917, prior to the addition of the so-called "includ-

ing" clause, the Supreme Court of the United States

said:

* * * it is clear that extraordinary, miusual and

extravagant amounts paid by a corporation to its

officers in the guise and form of compensation for

their services, but having no substantial relation to

the measure of their services and being utterly dis-

proportioned to their value, are not in reality pay-

ment for services, and cannot be regarded as ' ^ ordin-

ary and necessary expenses" within the meaning of

the section; and that such amoimts do not become

part of the "ordinary and necessary expenses" mere-

ly because the payments are made in accordance with

an agreement between the corporation and its officers.

Even if binding upon the parties, such an agreement

does not change the character of the purported com-

pensation or constitute it, as against the Govern-

ment, an ordinary and necessary expense. Compare
20 Treas. Dec, Int. Rev., 330; Jacobs & Davies v.

Anderson (CCA.) 228 F. 505, 506; United States v.

Philadelphia Knitting Mills Co. (CCA.) 273 F. 657,

658; and Becker Bros. v. United States (CCA.) 7

F. (2d) 3, 6.

Subsequent to this decision and the incorporation

of the "including" clause in section 23(a)(1)(A),

this and other tribmials, in a long line of decisions,

have decided that where issue is joined on the ques-

tion of reasonableness of salaries paid for services

rendered, the Commissioner's determination carries

a clear presumption of correctness and places upon
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the taxi)ayer the burden of proving that it is entitled

to a deduction larger than that determined by the

Commissioner. The holding of this tribunal in Grus-

tafson Manufacturing Company, (1925), 1 B.T.A.

508, involving the application of Section 2314(a) of

the Revenue Act of 1918, which brought into the

statute the "including" phraseology, that "Under

the provision of this section the Commissioner not

only has the authority but it is his duty to determine

* * * the reasonableness or unreasonableness of de-

ductions by a corporate taxpayer of compensation

paid" has been consistently followed. Moreover, the

exact wording of what is now Section 23(a)(1)(A),

I.R.C. has been incorporated in every revenue act

since 1918, and the respondent's regulations have

been substantially the same in each reenactment.

These regulations have uniformly stated that the

test of deductibility of compensation pa5niients is

whether they are reasonable and are in fact payment

for services. The continued reenactment of the stat-

ute must be construed as legislative approval of these

regulations. Our conclusion is that the Commissioner

has the power under Section 23(a)(1)(A), to dis-

allow as deductions any part of compensation paid

which, in his judgment, does not meet the test of

reasonableness.

The second contention of petitioner is that the

amounts of $28,000 each paid to Cunningham and

Morse during 1942, represent reasonable compensa-

tion for services rendered and are allow^able deduc-

tions for that year. We have found as a fact that

$10,000 per annum for each of these officers consti-

tuted reasonable compensation. It follows that our



58 Walts, Inc., vs.

conclusion is that the remainder of the compensation

paid was excessive.

In reaching this conclusion we have carefully con-

sidered and weighed the stipulated facts, testimony

submitted at the hearing, and the documentary evi-

dence. This reveals to our satisfaction that neither

Cunnmgham nor Morse, at the time each of them

became officers of petitioner, were qualified either

by training or experience to render unique or spec-

ialized services. Cunningham had had a long and

varied experience in the lumber business and Morse

had operated several sporting goods stores. While

it appears that both of them devoted long hours to

their respective duties, petitioner's success from

August, 1941 to and including 1942, was primarily

attributable to the acquisition of the license to use

the heating processes owned by the Aluminum Com-

pany of America in producing aluminum parts for

aircraft corporations and to the demand for such

parts during the war years.

The evidence also convinces us that the value of

services rendered or to be rendered was not the

guiding factor which influenced the directors in au-

thorizing large salaries to be paid to their tw o officers.

On December 31, 1941, the books of petitioner dis-

close a surplus of $38.46. Five days later, on January

5, 1942, the directors—Cunningham, Morse and their

respective wives—adopted a resolution that the sal-

aries of Cunningham and Morse be increased from

$1,650 per annum received by each in 1941, to

$24,000 per annum. When Cunningham was asked

what yardstick was used to determine the amount of

salaries voted at this meeting, he replied ''past ex-
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perience and performances" and stated that what

might occur subsequent to January 5, 1942, was not

taken into consideration. A¥hen his attention w^as

called to the fact that the gross sales of the company

for 1941 were only $30,996.19, he stated that perhaps

they took into consideration previous work that had

been done in forming the corporation and that no

compensation was received for this w^ork. Cunning-

ham's wife testified that the reason the directors

authorized this increase was that her husband had

been in the habit of earning that amount of money

in the past.

On August 28, 1942, the same day the Aluminum

Company of America w^rote petitioner that it would

have the use of the heat treatment of aluminum alloy

castings royalty-free from July 1, 1942, until the

cessation of hostilities, petitioner's directors voted

Cunningham and Morse a further increase in salary

at the rate of $36,000 per annum effective September

1, 1942. Petitioner's sales which amounted to $11,-

982.38 at the end of January, 1942, aggregated $170,-

755.49 as of July 31, 1942. Cunningham testified that

this increase in sales possibly had some bearing on

the increase in salaries. His wife testified that in-

creased production and increased responsibilities

warranted the increase to $36,000 for her husband

and Morse. Cunningham on redirect examination

testified that on January 5, 1942, the business outlook

for petitioner was very promising inasmuch as it

had actual orders at that time totalling $35,000 or

$40,000, and that on August 28, 1942, it had a backlog

of unfilled orders of approximately $500,000.

Petitioner paid Cunningham and Morse $28,000
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each, a total of $56,000, during 1942, and at the end

of the year its books disclosed an earned surplus of

only $9,014.83. Prior to December 31, 1942, it had

never distributed any dividends to its stockholders.

At all times material herein its stock was owned 50

loer cent by Cmmingham's wife and 50 per cent by

Elmer D. Morse. The salaries paid to Cmmingham

and Morse were in direct relationship to the stock-

holdings of the respective families. Although an un-

impressive attempt was made to prove that the peti-

tioner would have had to pay more than $28,000 if

it had hired others to do the work performed by

Cunningham, evidence as to the value of Morse's

services is limited to testimony that as secretary-

treasurer he worked long hours, handled the office

detail, scheduled the parts out of the foundry, and

did the financing. The equality of compensation paid

to these two officers seems to us to be inconsistent

with an intention to compensate them on the basis

of the value of the services they rendered and the

evidence presented indicates a studied plan to antici-

pate profits to be earned and distribute them in the

guise of compensation rather than as dividends. Peti-

tioner has not proved to our satisfaction that a

salary of $10,000 per annmn for each of them, which

was allowed as a deduction by the respondent, did

not constitute reasonable compensation for their

services.

The remaining issue relates to the fees of $25 per

meeting paid to the four directors of petitioner for

attendance at ten meetings, or a total of $1,000 which

was disallowed by the respondent as a deduction for

1942. The evidence discloses that the meetings were
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held, that they were attended by all of the directors,

and that matters such as business progress, bank

loans, construction of additions to plant, purchase

of necessary additional equipment and its authoriza-

tion, and other expenditures, were considered. Our

best judgment is the $1,000 paid to the directors in

1942 constituted reasonable compensation and we

have made a finding to this effect. Respondent should

have allowed this amount as a deduction.

Decision will be entered under Rule 50.

Entered Jan. 17, 1947.

[Endorsed] : T.C.U.S. Filed Jan. 9, 1947.

[Title of Tax Court and Cause.]

MOTION FOR REHEARING DE NOVO

Petitioner Walts, Inc., a corporation, by Geo. H.

Zeutzius and A. P. G. Steffes, its attorneys, moves

the Court to grant an entirely new hearing or rehear-

ing de novo of the above proceeding, and for grounds

therefor states:

1. On March 15, 1946, this Court placed this

proceeding on the Los Angeles, California, circuit

calendar for hearing on the merits.

2. On April 16, 1946, this Court set June 10, 1946

at Los Angeles, California, as the time for said

hearing.

3. On June 18, 1946, this proceeding was heard

on its merits at Room 229, Post Office and Court

House Bldg., Los Angeles, California, before Judge
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Eugene Black, who was designated and assigned by

the Presiding Judge of this Court, pursuant to Sec.

1103, I.R.C., as a one-judge Division to hear and

determine this as well as certain other proceedings at

Los Angeles.

4. Under Sec. 1118, I.R.C., it became and was the

duty of said Judge Black, as such one-judge Division

of this Court, not only to hear but also to determine

this proceeding and make a written report thereon

and, pursuant to Sec. 1117(b), I.R.C., include in

said written report his findings of fact or opinion

or memorandum opinion. Section 1118(a), I.R.C.,

states, in part: "A division shall hear, and make a

determination * * *."

5. At the hearing on June 18, 1946, petitioner

introduced in evidence the testimony of four wit-

nesses, and exhibits were offered by both sides, to-

gether with a partial stipulation of facts. Briefs

were filed and, as late as October 30, 1946, said Judge

Eugene Black entered an order in this case extending

the time for filing petitioner's reply brief.

6. Without any notice of any kind to petitioner

of any substitution of Judges, or any order entered

or docketed in the case, this proceeding w^as decided

and determmed by Judge Byron B. Harlan, whose

term of office commenced in March, 1946. Judge

Harlan was not present at the hearing in Los Angeles

and he did not see or hear any of the four witnesses

who testified. Nevertheless, Judge Harlan undertook

to determine the issues involved, factual and legal,

and filed herein, on January 17, 1947, a written

memorandum of his findings of fact and opmion, in
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which the disallowance by respondent of $36,000 of

salary deductions was sustained. The first knowledge

that petitioner or its counsel had of the substitution

of Judge Harlan for Judge Black to determine the

case was obtained upon the receipt on or about

January 20, 1947 from this Court of a copy of Judge

Harlan's memorandum findings of fact and opinion

entered January 17, 1947.

7. Said substitution of Judge Harlan for Judge

Black, without notice thereof to petitioner or an

opportunity to object to such action, has materially

prejudiced petitioner and its rights in this proceed-

ing and has deprived it of the full benefits conferred

b}^ statute not only of the right to a public hearing

(Sec. 1116, 1.R.C.) but also of the right to a decision

or determination of the issues and to findings of fact

by the trial judge (Sec. 1118(b), I.R.C.).

8. Petitioner feels it has been materially preju-

diced and aggrieved by the trial judge not disposing

of and deciding this proceeding. The evidentiary

findings made do not support the ultimate finding

in respect of the "reasonableness" or "unreasonable-

ness" of the salary deductions claimed by petitioner.

Moreover, if the fact statements in petitioner's brief,

which were accepted by respondent, pursuant to Rule

35(b) of this Court, because of his failure to disagree

therewith, and those with respect to which there was

an insufficient basis shown for disagreement by re-

spondent in his brief, had been considered and

adopted, the ultimate finding or conclusion of Judge

Harlan as to the salary deductions would be without

support. Even on the basis of the findings, as made,
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petitioner states that the findings do not support

the conclusion drawn therefrom adverse to peti-

tioner.

9. In view of the rule of the Dobson case, Supreme

Court, petitioner will be deprived of due process of

law and of its right to a fair and full hearing and

consideration of the merits of its case, if the present

report, findings, conclusions and opinion of Judge

Harlan are permitted to stand.

10. In the trial of an income tax case in a United

States District Court, petitioner would be entitled

to demand that the trial judge himself decide the

case, or that a new trial be granted. There is no law-

ful basis or authority for refusal of similar treatment

by the Tax Court in the instant proceeding.

11. The Tax Court erred in permitting the deter-

mination of this proceeding to be made by a judge

of this Court who did not hear or try the case, and

such action on its part constituted an abuse of dis-

cretion, particularly in view of the fact Judge Black

at all times since the trial of this case by him has

been functioning and is still functioning and serving

as a judge of this Court.

12. While the Administrative Procedure Act was

pending before Congress, the Attorney General of

the United States issued a statement to the effect

that the term " 'courts' includes the Tax Court".

This Court in Elizabeth G. MacDonald v. Commis-

sioner, Docket No. 6910, by Judge Hill, denied a

motion to vacate and set aside memorandum iindings

and opinion on the ground that the Tax Court is a
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''court". (1947 P-H Par. 70, 339.) Being a court, it

follows that this case cannot lawfully be decided by

any judge other than Judge Black without a new

hearing, or the assent of petitioner, which was never

given. Morgan v. United States, 298 U. S. 468, 480-

481.

13. The Judge who made the findings of fact and

conclusions, and who filed the opinion and determina-

tion herein, erroneously found and determined each

and every issue of fact and law which were sub-

mitted to the trial judge for determination, and in

particular the legal question of the power, or absence

of power, of respondent, under Section 23(a) (1) (A),

I.R.C., to pass upon the reasonableness of the salaries

involved, in view of the facts in this case.

Wherefore, petitioner prays that its motion for an

entirely new hearing de novo, be granted, and also

such other general and further relief as may be

necessary in the premises.

WALTS, INC.,

Petitioner.

By /s/ GEO. H. ZEUTZIUS,

/s/ A. P. a. STEFFES,
Attorneys for Petitioner.

[Endorsed] : T.C.U.S. Denied Feb. 17, 1947. B. B.

Harlan, Judge.

[Endorsed] : T.C.U.S. Filed Feb. 17, 1947.
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The Tax Court of the United States

Washington

Docket No. 6974

WALTS, INC.,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to memorandum findings of fact and

opinion entered herein January 17, 1947, directing

that decision be entered under Rule 50, the respond-

ent, on March 10, 1947, filed a computation for entry

of decision which was served on petitioner and came

on for hearing on April 9, 1947. Petitioner not hav-

ing appeared at the hearing or opposed said computa-

tion, it is

Ordered and Decided: That there are deficiencies

for the taxable year ended December 31, 1942, in

declared value excess-profits tax and excess profits

tax in the respective amounts of $955.20 and $27,-

942.80.

/s/ BYRON B. HARLAN,
Judge.

Entered Apr. 10, 1947.
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[Title of Tax Court and Cause.]

MOTION TO CORRECT DECISION

Petitioner, Walts, Inc., by its attorneys, moves

the Court to correct its decision entered herein on

April 10, 1947 under Rule 50 in the respects herein-

after set forth, and for reasons therefor states:

1. This Court's decision under Rule 50 provides

in part as follows: ''there are deficiencies for the

taxable year ended December 31, 1942, in declared

value excess-profits tax and excess profits tax in the

respective amounts of $955.20 and $27,942.80."

2. Respondent's proposed recomputation state-

ment, which was filed herein on March 10, 1947,

stated in part as follow^s: "Any deficiency or over-

pajTnent relating to excess profits tax set forth herein

is subject to adjustment for post-war credits accord-

ing to the provisions" of the Internal Revenue Code.

Respondent further stated in Schedule 5, page 2, of

his recomputation statement that there was a defic-

iency in excess profits tax of $27,942.80 and that a

credit was allowable under Sections 780 and 781 of

$4,944.01 and that there was, therefore, a '

' Net x)ost-

war refund" of $4,944.01.

3. Petitioner therefor states, without prejudice

to its right to contest the correctness of the decision

in all other particulars by petition for review in the

United States Circuit Court of Appeals, that the

decision of this Court, entered April 10, 1947, should

be corrected to show that proper adjustment should

be made in favor of petitioner with respect to the

aforesaid credit and/or post-war refund of $4,944.01.
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4. Petitioner did not file anything in opposition

to respondent's proposed recomputation under Rule

50 because petitioner was lead to believe by respond-

ent's statement filed herein that propr adjustment

or provision therefor would be made by this Court

in its decision with respect to the ten per cent post-

war credit. See Section 781(c), I.R.C.

Wherefore, and with the express reservation of the

right to challenge the correctness of the decision in

all other respects and on any other grounds that

may be available to petitioner on appeal, petitioner

prays that the decision of April 10, 1947 be corrected

in accordance with the foregoing information, which

is in agreement with respondent's proposed recom-

putation.

WALTS, INC.,

Petitioner.

By /s/ GEO. H. ZEUTZIUS,

/s/ A. P. G. STEFFES,
Attorneys for Petitioner.

[Endorsed]: T.C.U.S. Denied. April 21, 1947.

Signed B. B. Harlan, Judge.

[Endorsed] : T.C.U.S. Filed April 18, 1947.



Comynissioner of Internal Revenue 69

[Title of Tax Court and Cause.]

PETITION FOR REVIEW BY THE UNITED
STATES CIRCUIT COURT OF APPEALS
FOR THE NINTH CIRCUIT

To the Honorable, the Judges of the United States

Circuit Court of Appeals for the Ninth Circuit:

I.

JURISDICTION

Petitioner, Walts, Inc., respectfully petitions this

Honorable Court to review the decision of the Tax

Court of the United States, entered on April 10, 1947,

finding a deficiency in the declared value excess

profits tax and in the excess profits tax due from

your petitioner for the calendar year 1942, in the

respective amounts of $955.20 and $27,942.80.

Petitioner is a corporation organized under the

laws of the State of California, having its principal

office and place of business at Los Angeles, Cali-

fornia.

The returns of income and declared value excess

profits tax and excess profits tax, in respect of which

the aforementioned tax liabilities arose, were filed

by your petitioner with the Collector of Internal

Revenue for the Sixth Collection District of Cali-

fornia, at Los Angeles, California, which office is

within the jurisdiction of the Circuit Court of Ap-

peals for the Ninth Judicial Circuit.

Jurisdiction in this Court to review the aforesaid

decision of the Tax Court of the United States is

founded on Sections 1141 and 1142 of the Internal

Revenue Code (Sections 1001-3, Revenue Act of
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1926, as amended by Sections 603, Revenue Act of

1928, 1101, Revenue Act of 1932, and 519, Revenue

Act of 1934).

II.

NATURE OF CONTROVERSY

Petitioner was incorporated in April, 1940 and,

during the taxable year 1942, was engaged in the

manufacture and sale of aluminum aircraft parts,

made in its foundry by sand casting and special heat

treating processes.

On October 27, 1944, respondent sent to petitioner

a notice of deficiency, as prescribed by Section 272

(a), I.R.C. The notice showed a deficiency of

$1,021.20 in declared value excess profits tax for the

taxable year ending December 3!l, 1942, and a defic-

iency of $28,690.00 in excess profits tax for said

year.

These claimed deficiencies grew out of several ad-

justments made by respondent to petitioner's 1942

tax returns, among them the disallowance of $36,000

of the total compensation of $56,000 paid to its two

principal officers for services actually rendered dur-

ing the year, and the disallowance of $1,000 paid as

directors' fees. The officers' salaries in question were

fixed by previous corporate action. The only reason

assigned by respondent, for the disallowance of $36,-

000 of the officers' compensation, was shown in his

deficiency notice as follows:

"(b) It is determined, under the provisions of

section 23(a)(1) of the Internal Revenue Code, that

the deductions claimed for compensation of certain
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of your officers are in excess of a reasonable com-

pensation for services rendered by said officers as

shown in the following:

Amount Reasonable Excessive

"Name and Title Claimed Compensation Amount

W. J. Cunningham, Pres. $28,000.00 $10,000.00 $18,000.00

E. D. Morse, Secty. 28,000.00 10,000.00 18,000.00

Totals $56,000.00 $20,000.00 $36,000.00

''The excessive amount of $36,000.00 is disallowed

as a deduction."

(Note : Respondent made no allegation, determin-

ation or suggestion in his deficiency notice that the

disallowed amounts constituted a distribution of

earnings or dividends in the guise of salaries or

compensation.)

On January 23, 1945, petitioner filed a petition

with the Tax Court of the United States seeking

a redetermination of its 1942 tax liabilities, alleging

that respondent erred in making each of the afore-

said adjustments.

On March 12, 1945, respondent filed his answer to

the petition, merely denying all errors assigned and

the facts alleged in support thereof, and praying

that the Tax Court approve his determination of

petitioner's tax liabilities for 1942. No facts or state-

ments were alleged by respondent in support of or

in connection with his denials.

On June 18, 1946, petitioner filed an amendment
to its petition, adding to the errors previously as-

signed the further allegation that respondent ex-

ceeded his jurisdiction, powers and authority in

assuming visitatorial power over the salary payments
through the medium of a disallowance of part of the
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13ayments actually made by i^etitioner during 1942

for services actually rendered in the conduct of

petitioner's business operations. Respondent filed his

answer to this amendment to petitioner's petition on

June 18, 1946, merely denying all allegations, without

setting forth any additional facts or statements of

any matters upon which respondent intended to rely

for defense.

Thereafter, on June 18, 1946, the cause came on

for hearing at Los Angeles before Division 15 of the

Tax Court, to which Judge Eugene Black was as-

signed by the Presiding Judge of the Tax Court, in

accordance with law, as a one-member Division of

the Tax Court of the United States. As such one-

member Division, it became and was the statutory

dut}^ of said Judge Black to hear and determine

petitioner's case. Judge Black, on June 18, 1946, did

hear the case, as trial judge, at Los Angeles.

On January 17, 1947, without prior notice to peti-

tioner or its counsel that the trial judge was not

going to decide the case, a ''Memorandum of Find-

ings of Fact and Opinion" was rendered and filed in

the cause by Judge Byron B. Harlan, whose term as

a Judge of the Tax Court commenced June 2, 1946.

There was no entry of any order of transfer of the

case from Judge Black to Judge Harlan, who was

the incmnbent of Division 11 of said court. The

docket in the case also fails to show any official

action transferring the case for decision. Neither

petitioner nor its counsel had any knowledge or

notice whatsoever that its case had been transferred

to another judge for decision.

In said memorandum of findings of fact and opin-
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ion, the rulings were in favor of respondent and

against petitioner on all issues involved, with the

exception of the issue on the disallowance of $1,000

of directors' fees, which fees were allowed.

On April 10, 1947, the Tax Court of the United

States, by Judge Byron B. Harlan, entered its de-

cision in the above-entitled cause as follows:
'

' Ordered and decided : That there are deficiencies

for the taxable year ended December 31, 1942, in

declared value excess profits tax and excess profits

tax in the respective amounts of $955.20 and $27,-

942.80."

On February 17, 1947, petitioner filed a motion

for rehearing de novo and for such other general

relief as may be necessary in the premises, w^hich

motion was accepted for filing and was referred to

Judge Byron B. Harlan of the Tax Court of the

United States, who, upon consideration thereof, de-

nied the same under date of February 17, 1947. One
of the grounds of this motion was that petitioner

had the right by statute to have the trial judge both

hear and determine the case. Other grounds con-

cerned the sufficiency of the findings as support for

the adverse conclusions made, erroneous findings on

the issues because of the Tax Court 's failure to apply

its own rules respecting briefs and other errors

which operated to deprive petitioner of its right to

a public hearing and a determination by the trial

judge of the issues tried.

On April 18, 1947, petitioner filed a motion to

correct the decision entered April 10, 1947, set forth

above, which motion was denied on April 21, 1947

by Judge Byron B. Harlan, acting for the Tax
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Court of the United States. The ground of this

motion was that the Tax Court failed, in entering its

decision under Rule 50, to allow or make proper

adjustment in its deficiency computation for the ten

per cent (10%) postwar credit of $4,944.01 provided

for under Sections 780 and 781, 1.R.C., and set forth

in respondent's computation for entry of decision,

filed in the proceeding.

ASSIGNMENT OF ERRORS

The Tax Court of the United States committed

the following errors, which petitioner assigns and

relies upon as the basis of this proceeding:

1. The Court erred in not allowing petitioner, in

its decision entered pursuant to Rule 50, the ten per

cent (10%) post-war credit of $4,944.01, admittedly

allowable under Sections 780 and 781, I.R.C., and

in denying petitioner 's motion to correct its decision,

in respect thereof.

2. The Court erred in permitting and causing the

determination of the issues presented by the plead-

ings herein to be made by an unauthorized one-mem-

ber Division of the Court, which did not try the

case, hear the evidence or observe the witnesses.

3. The Court erred in denying petitioner's motion

for rehearing de novo.

4. The Court was without authority to transfer

petitioner's proceeding from Division 15, which

heard the case, to Division 11 for the determination

thereof, without petitioner's knowledge or consent,

the incumbent of Division 15 having been at all

material times functioning and serving as a Judge

of said Tax Court.
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5. The Court erred in holding that the Commis-

sioner of Internal Revenue has the power, under

Section 23(a)(1)(A), I.R.C., to disallow in part,

solely on the grounds of excessiveness or unreason-

ableness, salaries actually paid durmg the taxable

year 1942, to petitioner's two managing officers, pur-

suant to previous corporate authorization therefor,

for services actually performed by them.

6. If, under Section 23(a)(1)(A), I.R.C., re-

spondent had authority to exercise visitatorial power

over salary payments, through the medium of dis-

allowing part of the payments actually made, the

Court erred in finding that ''a reasonable allowance

for salary for the services rendered by Walter J.

Cunningham and Elmer D. Morse to the petitioner

* * * during the year 1942 was $10,000 per annum

for each".

7. The Court erred in holding that $18,000 of the

full amomit of $28,000 each, paid by petitioner to

Cunningham and Morse during 1942, for their serv-

ices, was excessive and unreasonable.

8. The Court erred in rejecting (in its memor-

andum opinion) as unimpressive, the uncontradicted

testimony of Cunningham which established that

petitioner would have had to pay more than $28,000

if it had hired others to do the work performed by

Cunningham in 1942.

9. The Court erred in holding and concluding that

the evidence presented '^ indicates a studied plan to

anticipate profits to be earned and distribute them

in the guise of compensation rather than as divi-

dends", inasmuch as no such issue w^as presented by

the pleadings, either in their original form or as
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amended, and respondent had not assigned any such

contention in his deficiency determination.

10. The Court erred in failing to find all of the

facts as stipulated by the parties.

11. The Court erred in failing to follow and apply

its own Rules, Nos. 35 and 35(b), in arriving at its

findings of facts herein, e.g., under petitioner's state-

ment of facts, Paragraph No. 19, which was accepted

by respondent in his brief by operation of the pro-

visions of Rule 35, it clearly appeared, without any

contradiction in the evidence, that as to Cunningham

more than $42,000 would have had to be paid to

others by petitioner if it had been required to hire

others to perform the services which he rendered for

it in 1942.

12. The Court erred in failing to find and hold

that the amounts of $28,000 paid to each, Cunning-

ham and Morse, as compensation for services ren-

dered in 1942, represented reasonable compensation

and was, therefore, properly deducted by petitioner.

13. The Court erred in that while it held that

the equality of compensation paid to Messrs. Cun-

ningham and Morse was inconsistent with an inten-

tion to compensate them on the basis of the value of

their respective services, it nevertheless found and

concluded that the value of the services of each for

1942 was equal in amount, namely, $10,000.

Wherefore, your petitioner prays that this Hon-

orable Court may review the decision and order of,

and all of the proceedings heretofore had, before the

Tax Court of the United States to the end that the
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errors and omissions of the Tax Court of the United

States may be corrected; that the Tax Court's deci-

sion of the findings and conclusions be reviewed and

set aside; that the Tax Court be directed to enter

an order, in the above entitled cause, of ''No Defic-

iency" under the evidence, or to grant an entirely

new hearing; and for the entry of such further

orders and directions as shall by this Court be

deemed meet and proper, in accordance with law.

WALTS, INC.,

Petitioner.

By /s/ GEO. H. ZEUTZIUS,

By /s/ A. P. G. STEFFES,
Attorneys for Petitioner.

State of California,

Comity of Los Angeles—ss.

Geo. Zeutzius, being duly sworn, says

:

I am one of the attorneys for the petitioner in

this proceeding; I prepared the foregoing petition

and am familiar with the contents thereof. The alle-

gations of fact contained therein are true to the best

of my knowledge, information and belief. The peti-

tion is not filed for the purpose of delay, and I

believe the petitioner is justly entitled to the relief

sought.

/s/ GEO. H. ZEUTZIUS.

Subscribed and sworn to before me this 2nd day

of July, 1947.

(Seal) /s/ A. P. G. STEFFES,
Notary Public in and for said County and State.

[Endorsed] : T.C.U.S. Filed July 7, 1947.
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[Title of Tax Court and Cause.]

NOTICE OF FILING PETITION FOR REVIEW
AND ACCEPTANCE OF SERVICE

THEREOF

To Commissioner of Internal Revenue, Internal

Revenue Building, Washington, D. C, and Chief

Counsel for Bureau of Internal Revenue, Attor-

ney for Respondent, Internal Revenue Building,

Washington, D. C.

:

You Are Hereby Notified that on the 7th day of

July, 1947, a petition for review by the United States

Circuit Court of Appeals for the Ninth Circuit of

the decision of the Tax Court of the United States,

heretofore rendered in the above-entitled cause, was

filed with the Clerk of said Court.

A copy of the petition, as filed, is attached hereto

and served upon you.

Dated July 7th, 1947.

/s/ GEO. H. ZEUTZIUS,

/s/ A. P. G. STEFFES,
Attorneys for Petitioner.

(Acknowledgment of Service.)

[Endorsed] : T.C.U.S. Filed July 8, 1947.
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In the United States Circuit Court of Appeals

For the Ninth Circuit

Docket No. 6974

WALTS, INC.,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

STIPULATION FOR EXTENSION OF TIME
TO FILE CERTIFIED RECORD ON RE-
VIEW AND ORDER THEREON

It Is Hereby Stipulated that petitioner's time

within which to file the certified record on review

with the Clerk of the above entitled Court may be

extended to and including December 15, 1947, for

the following reasons

:

Certain negotiations having for their objective the

settlement, compromise and payment of all claimed

income tax liabilities of petitioner to the Government

of the United States, including its income tax liability

for the year 1942, which is the subject matter of

the petition for review filed by petitioner in these

proceedings, certain negotiations are now being car-

ried on between the Technical Staff of the Commis-

sioner of Internal Revenue at Los Angeles and comi-

sel for petitioner, and there is a reasonable probab-

ility that as the result of the cooperation between

petitioner and respondent a settlement and com-

promise can be effected. In the event such settlement

and compromise is effected, it will be unnecessary to
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proceed with the petition for review herein and con-

siderable expense will be saved to petitioner if peti-

tioner is not compelled to file with the Clerk of the

above entitled Court the record on review until De-

cember 15, 1947.

Dated August 1, 1947.

/s/ GEO. H. ZEUTZIUS,

/s/ A. P. G. STEFFES,
Attorneys for Petitioner.

/s/ CHARLES OLIPHANT,
Acting Chief Counsel, Bureau of Internal Revenue.

It Is So Ordered this 12th day of August, 1947.

/s/ ALBERT LEE STEPHENS,
Circuit Court Judge.

A True Copy. Attest: Aug. 13, 1947. Paul P.

O'Brien, Clerk. By Frank H. Schmidt, Deputy Clerk.

[Endorsed] : Filed Aug. 13, 1947. Paul P. O'Brien,

Clerk.

[Title of U. S. Court of Appeals and Cause.]

AFFIDAVIT IN SUPPORT OF REQUEST FOR
EXTENSION OF TIME TO FILE RECORD
ON REVIEW

County of Los Angeles,

State of California—ss.

Geo. H. Zeutzius, being first duly sworn, deposes

and says

:

That he is one of the attorneys of record in the



Commissioner of Internal Revenue 81

above case and that he has read the attached Stipula-

tion for Extension of Time to File Certified Record

on Review, which stipulation has been signed by the

Acting Chief Counsel for the Bureau of Internal

Revenue at Washington, D. C. ; that the statements

contained in said stipulation for extension of time

are true and are presented to the above entitled

Court as a basis for the request contained in said

stipulation for an extension of the time until Decem-

ber 15, 1947, within which petitioner may file its

certified record on review with the Clerk of the above

entitled Court.

/s/ GEO. H. ZEUTZIUS.

Subscribed and sworn to before me this 11th day

of August, 1947.

/s/ GLORIA WEAVER,
Notary Public in and for the County of Los Angeles,

State of California.

My commission expires May 27, 1950.

[Title of U. S. Court of Appeals and Cause.]

ORDER EXTENDING TIME TO FILE
RECORD ON REVIEW

Upon the application of counsel for petitioner,

and good cause appearing therefor

:

It Is Hereby Ordered that petitioner's time within

w^hich to file the certified record on review with the
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Clerk of this Court be, and the same hereby is, ex-

tended to February 1, 1948.

Dated December 12, 1947.

/s/ ALBERT LEE STEPHENS,
Circuit Court Judge.

A True Copy. Attest: December 13, 1947, Paul P.

O'Brien, Clerk.

[Endorsed]: Filed December 13, 1947. Paul P.

O'Brien, Clerk.

[Endorsed] : T.C.U.S. Dec. 22, 1947.

[Title of U. S. Court of Appeals and Cause.]

ORDER EXTENDING TIME TO FILE RECORD
ON REVIEW

Upon the application of counsel for petitioner,

and good cause appearing therefor

:

It Is Hereby Ordered that petitioner's time withhi

which to file the certified record on review with the

Clerk of this Court be, and the same hereby is,

extended to April 15, 1948.

Dated January 29, 1948.

FRANCIS A. GARRECHT,
Circuit Court Judge.

A True Copy. Attest: Jan. 29, 1948. Signed Paul

P. O'Brien, Clerk.

[Endorsed] : Filed Jan. 29, 1948. Paul P. O'Brien,

Clerk.

[Endorsed] : T.C.U.S. Filed Feb. 3, 1948.
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[Title of U. S. Court of Appeals and Cause.]

ORDER EXTENDING TIME TO FILE
RECORD ON REVIEW

Upon the application of counsel for petitioner, and

good cause appearing therefor:

It Is Hereby Ordered that petitioner's time within

which to file the certified record on review with the

Clerk of this Court be, and the same hereby is,

extended to July 15, 1948.

Dated April 12, 1948.

FRANCIS A. GARRECHT,
Circuit Court Judge.

A True Copy. Attest: April 13, 1948. Signed Paul

P. O'Brien, Clerk.

[Endorsed] : Filed Apr. 13, 1948. Paul P. O'Brien,

Clerk.

[Endorsed] : T.C.U.S. Filed April 19, 1948.

[Title of U. S. Court of Appeals and Cause.]

ORDER EXTENDING TIME TO FILE
RECORD ON REVIEW

Upon the application of counsel for petitioner, and

good cause appearing therefor:

It Is Hereby Ordered that petitioner's time within
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which to file the certified record on review with the

Clerk of this Court be, and the same hereby is,

extended to October 15, 1948.

Dated July 8, 1948.

/s/ FRANCIS A. GARRECHT,
Circuit Court Judge.

A True Copy. Attest: July 8, 1948. Signed Paul P.

O'Brien, Clerk.

[Endorsed] : Filed July 8, 1948. Paul P. O'Brien,

Clerk.

[Endorsed] : T.C.U.S. Filed July 12, 1948.

[Title of U. S. Court of Appeals and Cause.]

ORDER EXTENDING TIME TO FILE
RECORD ON REVIEW

Upon the application of counsel for petitioner,

and. good cause appearing therefor

:

It Is Hereby Ordered that petitioner's time within

which to file the certified record on review with the

Clerk of this Court be, and the same hereby is, ex-

tended to December 15, 1948.

Dated October 13, 1948.

WILLIAM DENMAN,
Chief Judge, U. S. Court of Appeals for the Ninth

Circuit.

A True Copy. Attest: October 13, 1948. Signed

Paul P. O'Brien, Clerk.

[Endorsed] : Filed Oct. 13, 1948. Paul P. O'Brien,

Clerk.

[Endorsed] : T.C.U.S. Filed Oct. 18, 1948.
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[Title of U. S. Court of Appeals and Cause.]

ORDER EXTENDING TIME TO FILE
RECORD ON REVIEW

Upon the application of counsel for petitioner,

and good cause appearing therefor

:

It Is Hereby Ordered that petitioner's time within

which to file the certified record on review with the

Clerk of this Court be, and the same hereby is,

extended to January 1, 1949.

Dated December 14, 1948.

WILLIAM DENMAN,
Chief Judge, U. S. Court of Appeals for the Ninth

Circuit.

A True Copy. Attest: Dec. 14, 1948. Signed Paul

P. O'Brien, Clerk.

[Endorsed] : Filed Dec. 14, 1948. Paul P. O'Brien,

Clerk.

[Endorsed] : T.C.U.S. Filed Dec. 20, 1948.

The Tax Court of the United States

Docket No. 6974

[Title of Cause.]

DESIGNATION OF CONTENTS OF RECORD
ON REVIEW

To the Clerk of the Tax Court of the United States

:

Petitioner, Walts, Inc., being also the petitioner on

review, hereby designates for inclusion in the record

for consideration by the United States Court of
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Appeals for the Ninth Circuit on review of the de-

cision of the Tax Court of the United States, the

entire original files and proceedings in the above-

entitled case, including the following:

1. Docket entries.

2. Petition (with annexed deficiency notice) and

amendment to petition.

3. Answer and answer to amendment to petition.

4. The reporter's transcript of all proceedings

before the Tax Court, together with all exhibits

introduced in evidence at the hearing before the

Tax Court. (Note: A thirteen-page Stipulation of

Facts was filed with the Tax Court during the trial

and so marked. It had attached thereto as part

thereof joint Exhibits 1-A to 9-1, inclusive. During

the Tax Court hearing, the only additional exhibits

introduced were marked as Petitioner's Exhibits 10

and 11 and Respondent's Exhibits J, K, L, M and

N.)

5. The above-mentioned Stipulation of Facts with

its attached Exhibits 1-A to 9-1, inclusive.

6. Memorandum findings of fact and opinion.

7. Motion for rehearing de novo and order of

February 17, 1947 of Judge Harlan denying motion.

8. Decision of the Tax Court entered April 10,

1947.

9. Motion to correct said decision, filed April 18,

1947, and order of April 21, 1947 denying motion.

10. Respondent's computation for entry of deci-
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sioii, together with its accompanying computation,

filed March 10, 1947.

11. Petition for review by the United States

Court of Appeals for the Ninth Circuit.

12. Notice of filing petition for review and accept-

ance of service thereof.

13. Stipulation dated August 1, 1947 for exten-

sion of time to December 15, 1947, in which to file

certified record on review^ and order thereon of

August 12, 1947, granting said extension.

14. Order entered December 12, 1947 extending

time to February 1, 1948 to file record on review.

15. Order entered January 29, 1948 extending

time to Ai^ril 15, 1948 to file record on review.

16. Order entered April 12, 1948, extending time

to July 15, 1948 to file record on review.

17. Order entered July 8, 1948, extending time

to October 15, 1948 to file record on review.

18. Order entered October 13, 1948, extending

time to December 15, 1948 to file record on review.

19. Order entered December 14, 1948, extending

time to January 1, 1949 to file record on review.

20. This designation of contents oif record on

review, together with acknowledgment of service by
respondent and any stipulation appended thereto.

Request is hereby made that said record be certi-

fied and transmitted by the Clerk of the Tax Court

of the United States to the Clerk of the United
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States Court of Api^eals for the Ninth Circuit, as

required by law and the rules of said Court of

Appeals, and particularly its Rule 11, as amended,

effective January 1, 1949.

Dated December 22, 1948.

/s/ GEO. H. ZEUTZIUS,

/s/ A. P. G. STEFFES,
Counsel for Petitioner.

Personal service of a copy of the foregoing Desig-

nation is hereby acknowledged as having been made

this 27th day of December, 1948.

/s/ CHARLES OLIPHANT,
Chief Counsel for the Bureau of Internal Revenue.

It Is Hereby Stipulated that the foregoing desig-

nation contains a designation of the entire record

and proceedings in the case and respondent hereby

waives the right under Rule 75(a) of the Federal

Rules of Civil Procedure to designate additional

portions of the record on review in the above-entitled

case.

Dated December 27, 1948.

/s/ CHARLES OLIPHANT,
Chief Counsel for the Bureau of Internal Revenue,

Counsel for Respondent.

[Endorsed] : T.C.U.S. Filed Dec. 27, 1948.
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The Tax Court of the United States

Washington

CERTIFICATE

I, Victor S. Mersch, Clerk of The Tax Court of

the United States do hereby certify that the forego-

ing documents, 1 to 29, inclusive, constitute and are

all of the original papers and proceedings on file

in my office as called for by the ''Stipulated Designa-

tions of Contents of Record on Review" in the pro-

ceeding before The Tax Court of the United States

entitled "Walts, Inc., Petitioner, v. Commissioner

of Internal Revenue, Respondent", Docket No. 6974

and in which the petitioner in the Tax Court pro-

ceeding has initiated an appeal as above numbered

and entitled, together with a true copy of the docket

entries in said Tax Court proceeding, as the same

appear in the official docket book in my office.

In testimony whereof, I hereunto set my hand

and affix the seal of The Tax Court of the United

States, at Washington, in the District of Columbia,

this 31st day of December, 1948.

(Seal) /s/ VICTOR S. MERSCH,
Clerk, The Tax Court of the United States.
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Before The Tax Court of the United States

Docket No. 6974

In the matter of : Walts, Inc., Petitioner, vs. Commis-

sioner of Internal Revenue, Respondent.

Room 229, United States Post Office and

Court House Building,

Los Angeles, California

June 18, 1946—9:30 a.m.

(Met pursuant to notice.)

Before: Honorable Eugene Black, Judge.

Appearances: Zeutzius & Steffes, By George H.

Zeutzius, Esq., 510 South Spring Street, Los Angeles,

California, appearing on behalf of Walts, Inc., Peti-

tioner. W. J. McFarland, Esq., (Honorable J. P.

Wenchel, Chief Counsel, Bureau of Internal Reve-

nue), appearing on behalf of the Commissioner of

Internal Revenue, Respondent. [1*]

PROCEEDINGS

The Clerk: 6974, Walts, Incorporated.

The Court: Are you ready in the Walts, Incor-

porated, case?

Mr. Zeutzius: Ready.

Mr. McFarland: Ready for the respondent.

The Court: Will you state the appearances for

the petitioner?

Mr. Zeutzius : For the petitioner, George H. Zeut-

zius, and my partner, who is not present in court \

this morning, P. G. Stelfes. We appear of record

* Page numbering appearing at foot of page of original certified

Reporter's Transcript.
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as counsel. I happen to be here alone this morning,

without him. He is out of the city for the day.

Mr. McFarland: W. J. McFarland for the re-

spondent.

The Court: Very well. Petitioner's counsel may
make an opening statement of the issues in the

case.
* * * *

Mr. Zeutzius : Now the stipulation of fact signed

by the parties, I take it, will have to be offered in

evidence.

The Court : Yes, that is right.

Mr. Zeutzius : So the stipulation as offered, hav-

ing in mind that normally I would first confine the

evidence to the first point and have it determined,

but in view of what has transpired here I shall just

offer the entire stipulation.

The Court: Yes. It does not have the effect of

waiving your contention on the first point. The stipu-

lation of facts will be received in evidence.

Mr. Zeutzius: It is a joint exhibit.

The Court : Yes, the stipulation of facts, together

with the exhibits attached thereto, is received in evi-

dence.

Mr. Zeutzius: In order to round out with refer-

ence to the stipulation certain other of the statements

in the stipulation, I would like to ask Mr. McFarland
at this time if he has the originals of the 1940, 1941

and 1942 income tax returns of the petitioner.

Mr. McFarland: I do not have the originals of

the 1940, if the court please. I have the original

1941 corporation income declared value excess profits

tax return, and I have the corporation 1942 income
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declared value and [15] excess profits tax return,

which I will offer in evidence at the proper time.

Mr. Zeutzius : Would it be permissible for counsel

to offer them out of turn '^ I might like to use them.

Mr. McFarland: Whichever the court wishes.

The Court: Well, the respondent can now offer

them as his Exhibits A and B. Suppose you offer

the corporation's declared value income tax return

and declared value excess profits return for 1941

as Respondent's Exhibit A.

Mr. McFarland: Well, if the court please, we

have exhibits in the stipulation that run from A to

I. Can this be Respondent's Exhibit J?

The Court: Yes, I think we better make it Re-

spondent's Exhibit J.

It will be received as Respondent's Exhibit J.

(The return referred to was marked and

received in evidence as Respondent's Exhibit

J.)

Mr. McFarland: That is the 1941 corporation

income declared value excess profits tax return of

Walts, Incorporated. As Respondent's Exhibit K,

the 1942 corporation income declared value excess

profits tax tentative return and final corporation

income and declared value excess profits tax return,

together with the corporation excess profits tax re-

turn for the same year. [16]

The Court: It will be received in evidence as

Respondent's Exhibit K.

(The return referred to was marked and re-

ceived in evidence as Respondent's Exhibit K.)
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Mr. McFarland: If the court jjlease, before we

start in on the evidence, I should like to have a rule

excluding the witnesses from the court room.

The Court : Are there any witnesses in the court

room? Of course, the petitioner himself has a right

to be present.

Mr. McFarland: That would be an officer.

The Court : Yes, I mean the officers.

Mr. Zeutzius : We have two officers and no other

witnesses here now.

The Court: The president, and who is the other

officer ?

Mr. Zeutzius : A director, who is a director during

this period.

The Court : Well, I should think if the respondent

insists on his exclusion, that only the president

should be permitted to remain and the director would

not be.

Mr. Zeutzius: Well, the evidence of the director

will be very brief.

The Court: Yes, I know, but I think if the re-

spondent insists on the rule that the only officer

that w^ould [17] be regarded as necessary in the

case to remain in the court room would be the presi-

dent.

Mr. Zeutzius : May I say this, the director, I be-

lieve, is also a vice-president, and she is directly

interested because fees w^ere paid to that director as

a director for services, just like

The Court: That is not in the case. I will rule

if the respondent insists that the director be ex-

cluded, that the director would have to be excluded

and the president remain to advise counsel.
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Mr. Zeutzius: Well, may the petitioner note an

exception to your Honor's ruling?

The Court: Yes. Is the director in the room at

present ?

Mr. Zeutzius: Yes.

The Court: She may retire, and Mr. Tonjes, can

you direct her to some suitable place to remain ?

Mr. Zeutzius: Let the record show

—

Mr. Tonjes: I don't know any except your

Honor's chambers.

The Court : That will be all right. She may have

a seat in there.

Mr. Zeutzius : The director in question and vice-

president is Mrs. Cunningham.

The Court: Yes. [18]

Mr. Zeutzius : Will counsel furnish the petitioner

with photostatic copies of the 1941 and 1942 returns

just offered?

Mr. McFarland : I make the motion, if the court

please, that I be allowed to substitute photostats and

withdraw the originals of the exhibits.

The Court: Yes, you may have that permission.

Mr. Zeutzius : In connection with what I under-

stood, counsel had agreed upon in the event of the

1940 return of the petitioner, income tax return not

reaching the court before the trial, that petitioner

might offer petitioner's retained copy of the 1940

income declared value and excess profits tax return

with the understanding that the court would be asked

for permission to permit its withdrawal and substitu-

tion of photostats

—

Mr. McFarland: And also I should like, I have

requisitioned the original from Washington, and I
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believe we agreed that if the original does not con-

form to the copy in any respect we will substitute

the original. Is that understood '.^

The Court: Yes, that agreement may be under-

stood. And the docmnent you wish now to offer in

evidence, do you, Mr. Zeutzius?

Mr. Zeutzius : Yes, your Honor.

The Court : It will be received in evidence as [19]

Petitioner's Exhibit 10, and permission is granted

to substitute photostatic copy.

(The return referred to was marked and

received in evidence as Petitioner's Exhibit

No. 10.)

Mr. Zeutzius : I would like to ask counsel at this

time if he has obtained a collector's transcript con-

cerning the taxes paid for 1940, 1941 and 1942, in

accordance with our oral understanding.

Mr. McFarland: No, I have not. I have ordered

it and it is in the process of being either made up
or being sent. When it is available, I will gladly

show it to counsel.

The Court : You want to offer it in evidence %

Mr. McFarland: I believe not. I do not believe

it is a part of the record, if the court please. It is

merely a statement from the Collector's office show-

ing the various payments on the various taxes as

reported by the petiti'oner corporation, and as I

understand it, the pajmients on the amount that was
paid is not an issue here.

The Court: What would be the object of introduc-

ing it ?

Mr. Zeutzius: In connection with the whole pic-

ture, your Honor. We asked it to appear not only
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wiiat was the gross income or the gross sales and net

income, but what taxes were paid. I think it is very

important as bearing [20] upon the entire picture.

Here is the thing, what taxes did the petitioner

pay?

Mr. McFarland: No, I don't think that it is at

all pertinent to the issue which is to be heard right

now, if the Court please.

Mr. Zeutzius : In most of the cases on the salary

question it is indicated in the opinion what taxes

w^ere paid for several years, the year in question and

other years.

The Court : I can't see how that would be material

at all to the question whether the salaries are reason-

able. I remember many decided cases, but I don't

recall any of them where that question was deemed

to be involved.

Mr. Zeutzius: Well, I would like to ask counsel

for the government to produce the refund claim filed

for 1941 and 1942, the originals thereof, by peti-

tioner.

Mr. McFarland: If the Court please, there was

no notice on me to produce, and I don't believe I

had them.

Mr. Zeutzius : You had them in your office a week

ago, you recall, and on the back of the claim is the

certificate by the Collector.

Mr. McFarland : I don't have them here.

Mr. Zeutzius : As to the payments made.

Mr. McFarland: I don't have them here, if the

Court please, and furthermore I don't see the mate-

riality of it or that it goes to prove a single eviden-

tiary or [21] ultimate fact.
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The Court: In this case there is no claim of an

overpayment, is there '?

Mr. McFarland : No claim.

Mr. Zeutzius : Your Honor, there is $130.00 deter-

mined as the result of a juggling of all the figures,

due to action taken by the Commissioner, and it may
well be that if the Commissioner were to be sustained

there would be a $130.00 overpayment for which we
should be allowed credit.

The Court: Well, that is not an issue before us,

however, as he has allowed it in the deficiency notice

and we have no jurisdiction over assessments at all.

The only thing that is involved in this case is whether

or not the taxpayer is to be held liable for a declared

value excess profits tax deficiency, the excess profits

tax deficiencies which are named in the deficiency

notice. Now, those deficiencies, as I understand it,

are due altogether to the Commissioner's disallow-

ance of parts of the salaries paid to the two officers

of the petitioner, to-wit, Mr. Cunningham and Mr.

Morse. That is the issue that we have. If the Court

should sustain the petitioner in its claim that the

salaries were reasonable, then as I understand it,

there will be no deficiency. On the other hand, if we
should not sustain the petitioner or we sustain it in

part, then there would be a deficiency. Now, I can't

see the relevancy of [22] any claim for a refmid.

Mr. Zeutzius: Your Honor, I was anxious, of

course, to include the thousand-dollar item for fees

to directors.

The Court: Yes, I understand that.

Mr. McFarland: They are not an issue, if the

Court please.
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Mr. Zeutzius : We think, however, that as a part

of the showmg of the progress and success of the

corporation and that officers, the particular ones

were responsible for that growth, that we are en- J

titled to show, especially where the incorporation is

so close in proximity of tune to the taxable year,

namely, something like a year and a half, we are

entitled to show what was the result of its operations

in 1940, '41 and '42 for comparison.

The Court : Well, I thmk you may show that.

Mr. Zeutzius: In that coimection we would like

the Court to know anything we are entitled to show

what taxes they paid.

The Court: No, I don't think that would be ma-

terial, but it is all right for you to show the progress

of the company, for example, the business done in

1940, the business done in 1941 and the business done

in 1942. The Court mil certainly be disposed to

allow you to make a full showing, but would rule

that it is not material to show what taxes were paid

in those years, because we do not have those [23]

years before us.

Mr. Zeutzius : May I on behalf of the petitioner

make this offer of proof, that if the proof were i

permitted to go in as showTi by the records of the

Collector of Internal Revenue at Los Angeles, that

for 1940 petitioner would be shown to have paid

—

no, there would be no income tax paid for 1940, no

declared value excess profits tax, and no excess

profits tax paid by the Commissioner for 1940.

Mr. McFarland : Paid by the Commissioner ?

• Mr. Zeutzius: I mean by the petitioner, I am
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sorry. Nothing was paid in 1940, our proof would

show. We so offer to make that proffer.

We would proffer to show that the rejected evi-

dence would disclose that petitioner paid $641.32 in

income tax to the Collector, being the amount of

liability reported on its 1941 return which is in evi-

dence. For 1942 we proffer to show by the rejected

evidence that the petitioner i^aid total taxes to the

Collector of $23,001.75, consisting of an income tax

of $1,504.48 as shown in the last return which is in

evidence, and $21,497.27 excess profits tax, as shown

by its return also in evidence.

The Court : Very well. The record will show your

l^roffered evidence and respondent files his objection

to it as immaterial, which objection is sustained, and

the offer of the petitioner is denied. [24]

Mr. Zeutzius: Now, with respect to Paragraphs

1 and 2 of the petition, that has been admitted by

the answer, and I would like to see counsel's revised

answer which was just filed this morning. Is my un-

derstanding correct, your Honor, that where the

pleadings contain admissions it is not necessary in

the Tax Court's practice to read in evidence the

admissions ?

The Court: That is right. If the answer, as it

usually does, admits certain things, those are no

longer an issue and no evidence need be offered.

Mr. McFarland : Counsel has reference to the 90-

day letter.

Mr. Zeutzius : The first two paragraphs have not

been amended, are just as petitioner filed them. We
are going to offer them with the exhibits as attached,

copies of the documents attached there to the peti-

tion. It is a true copy.
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Mr. McFarland: We have admitted them.

The Court : Yes, that is all admitted.

Mr. Zeutzius : One more point I had. We produce

to counsel checks aggregating a thousand dollars,

representing the directors' fees paid during the per-

iod subsequent to the August 14, 1942, meeting at

which the pajanent of directors ' fees was authorized

by a corporate resolution of the petitioner, as shown

by the stipulation of facts in [25] evidence. Does

counsel wish to examine the checks?

Mr. McFarland : I would like very much to, yes.

Mr. Zeutzius: While counsel is examining the

checks, does the Court wish me to proceed ?

The Court : Yes, you may proceed, because if you

wish to introduce the checks, that can be done.

Mr. Zeutzius : Will you take the stand, Mr. Cun-

ningham ?

Evidence on Behalf of Petitioner

Thereupon, the petitioner, to maintain the aver-

ments of its petition, introduced the following proof

:

"V\^ereupon

:

WALTER JAMES CUNNINGHAM,
called as a witness for and on behalf of the peti-

tioner, having been first duly sworn, was examined

and testified as follows:

Direct Examination

By Mr. Zeutzius:

Q. Your name is Walter James Cunningham?

A. That is correct.

Q. What is your age? A. 48.

Q. Where were you born?

A. Buffalo, New York.

I
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Q. For how long did you live in Buffalo? [26]

A. Approximately eight years.

Q. Where did you then go?

A. Moved from there to Rochester, New York.

Q. And with whom? A. With my family.

Q. And you mean by that

—

A. My mother and father and sisters.

Q. Where did you receive your education?

A. Public school, high school, graduated from

high school, and tw^o years of business college.

Q. What high school ?

A. West High School, Rochester, New York.

Q. And your business education was also received

in Rochester?

A. Also received at the Rochester Business In-

stitute, and after that took a year at Williams, which

is an advanced school for business training.

Q. Were you offered any further educational

privilege ?

A. Yes, I was offered a scholarship at Colgate

University.

Q. Did you accept? A. No, I did not.

Q. Why not?

A. Well, by reason of the fact that the war had

started and I enlisted a week after war was declared.

Q. Do you mean the war which started in 1917?

A. That is correct, yes.

Q. How long did you serve in the war?

A. 18 months, a year in this country and eight

months overseas.

Q. And in what branch of the service did you

function overseas?
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A. Machine gunner, 106th Machine Gun Battal-

ion, and after that we were the 102nd Supply Train.

Q. Did there come a time when you were dis-

charged ? A. Yes, sir.

Q. Honorably ?

A. Honorably discharged, yes. I have a discharge

paper here.

Q. When?
A, I believe that was in '19, about February,

1919.

Q, What did you do after you were discharged?

A. Well, I took a job first thing with the Travel-

ers Insurance Company as a claim adjuster.

Q. How long did you hold that job?

A. Oh, approximately a year.

Q. And then?

A. And then following that my father, who had

been engaged in the Imnber business for a period

of many years, wholesale Ivunber business, I entered

into an arrangement [28] with him. Incidentally,

I v\'as the fourth generation in the Imnber business

at that tune.

Q. Of your family?

A. Of my family back.

Q. When did you enter this Imnber business?

A. Well, I entered about 1920.

Q. How long did you remain there?

A. From 1920 until 1935, 15 years.

Q. What was your position with the—^what was

the name of the lumber company?

A. J. P. Cmmingham Lumber Company, Inc.

Mr. McFarland: Where was that located?
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The Witness: It was located in Rochester, New
York.

By Mr. Zeiitzius:

Q. What territory did this business cover?

A. Well, the central part of New York State, the

main office in Rochester. But we did quite a bit of

logging operations throughout the state, travelling-

saw mills. We cut second-growth timber, including

white pine, second-growth white pine and hardwoods,

at that time there were considerable quantities of

maple, beech, and birch, ash, and so on, which in turn

we supplied to the furniture factories and various

other types of various other manufacturing indus-

tries, and I handled the sales and I helped supervise

the [29] cutting of the timber along with shipping,

incidentally, all of the crating of the material, fol-

lowed and supervised all the shipments to these

various manufacturing companies.

Q. Did you have any official position with the

company ?

A. I was secretary and treasurer of the company

and a director.

Q. Over what period of time?

A. From the time about a year after I entered

the business, that would be about from 1921 or ap-

proximately 1922, up until the end of the business.

Q. Wliat compensation did you receive during

those years?

A. Well, approximately anywhere from a salary

of 12 to 15 thousand dollars a year, in that particular

end of it, of course afterwards, shortly after I

entered the business in the wholesale end I opened
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up a retail yard, it was approximately two years

after I had started in the business, which would

bring us up to 1922 or 1923. Previously to that time

it was wholesale. Then from wholesaling we got to

retailing, and we had about ten of them.

Q. In addition to your 12 to 15 thousand dollars

a year salary, what other income did you receive from

the business?

A. Director's fees of $25.00 for each and every

[3D] meeting.

Q. Was that the custom throughout your comiec-

tion with it ?

A. That was the custom throughout my connec-

tion with the company, always has been.

Q. Now, in addition to director's fees, what, if

anything, did you receive by way of income from

that company ? Did you ever receive any dividends ?

A. Dividends, yes.

Q. Did you receive any outside compensation

during that same period in addition to the 12 to 15

thousand dollars and dividends?

A. Yes, I did. I was the commissioner for $20,-

000,000 worth of sewer work, handling the awarding

of contracts, checking the engineers' fees and the

services of the engineers and the bids and the certi-

ficates of acceptance to the bank which held the

funds of the township where this work was being

put in, plus rendering personal services and so on.

Q. Where was this project?

A. This was in the City of Rochester, New York,

and adjacent.

Q. Over approximately what years?
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A. That would be approximately from 1924 to

1927, approximately three or four years. [31]

Q. Did they complete the i3roject'?

A. I completed the project and closed success-

fully, yes.

Q. What comi^ensation did you get for that ?

A. Well, I received a fee which amounted to

approximately $2,500.00 a year for the services.

Q. Now, in connection with your duties with the

lumber company in that 15-year period of which you

spoke, did you meet anybody that you might include

in the manufacturing or business world of promin-

ence ?

. A. Well, I knew everyone of prominence in the

area, politically and in business. I was close to the

Bausch & Lomb people, Carl Bausch, I was a close

friend of Taylor of the Taylor Instrument Company,

Limited. Included as one of my very good friends

was the governor of the state, Al Smith, and any

number of public leaders and business people. I

was very active politically at one time, myself, hav-

ing been county committeeman, executive committee-

man.

Q. What was your contact with the foundries of

which you spoke?

A. Well, we specialized in a particular type of

flask lumber for them that we cut to size, in other

words, there were about 15 different pieces that we
cut particularly to size for flasks, and bottom boards

and things of that nature for foundry work, spec-

ialized in it. We specialized in [32] pattern pine

and certain types of crating lumber and heavy tim-
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bers for people like the Baldwin Locomotive Works,

and we specialized in certain types of mill work

from retail yards and dealt in building supplies for

building apartments and things of that sort and

houses.

Q. With respect to your duties in connection with

the foundry people and the type of people that you

just mentioned in your last answer, what was the

extent of your duties insofar as acquiring knowledge

of these businesses that you visited?

A. The extent of my duties'?

Q. Give us something concerning whether or not

your duties were such as to enable you to learn

anything concerning the foundry, pattern and other

businesses.

A. Well, naturally my contacts were very close

to patterns and foundries, at that time, as I stated

before, I had occasion to meet not only the mechanics

employed there, but I was asked on many occasions

by the owners of the businesses for some advice. I

very often w^ent two or three times a week or more

to the foundries and pattern shops and allied indus-

tries, so I had an opportunity to get knowledge of

what was being performed in those various places.

Q. What was the extent of your travels while

with the lumber company?

A. Well, I had occasion during many times to

make [33] trips out on this coast to purchase ma-

terial, lumber, from companies like Weyerhauser's,

and various other big liunber concerns for our uses

back East. As a matter of fact, our principal source

of supply at that time for lumber for framing mater-
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ial was Pennsylvania Hemlock and that supply was

becoming limited due to the fact that, well, they

were just cutting all the timber off, so there was

nothing left, so our supply consisted mainly of West

Coast material.

Q. Now, did the lumber business remain good

at all times'?

A. Well, we had a reorganization in 1932, we

went through Section 77-b of the Bankruptcy Law,

which I more or less sold everything that I owned to

get cash sufficient for and hypothecated my insur-

ance policies to acquire the corporation at that time

w^hich it was not necessary for me to do, but I did it.

Q. All the bills were paid?

A. All the bills were paid, everybody was paid.

Q. 100 cents on the dollar?

A. No, no, we settled for 75 cents on the dollar.

Mr. McFarland: If the Court please, the best

evidence of all this is the record in the bankruptcy

proceeding rather than counsel's recollection or the

witness ' recollection.

The Court: I understand. This is just back-

ground. It could be better evidence, of course, I

agree with that.

Mr. McFarland: I think counsel ought to be

cautioned also not to ask leading questions, too.

The Court: Yes, don't lead your witness. You
may proceed.

The Witness : I might state, if I may, that during

these periods of time I was offered many corpora-

tion positions and jobs with several companies. One

of them was the Edison Portland Cement Company.

Their main office is in Philadelphia.
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Mr. McFarland: I object and ask the answer

be stricken. There is no question before the wit-

ness at this time, if the court please.

The Court : Oh, well, he may complete the answer

that he has started, background testimony, as I

understand it.

The AVitness: And further than that, a contrac-

tor who was doing approximately 40 to 50 million

dollars' worth of state work a year had offered me
a position at approximately the same amount for

more or less of a sales promotion man, we might say.

Q. (By Mr. Zeutzius) : With what company

was this ?

A. That is the Oliver Cost Construction Com-

pany, the other was the Edison Portland Cement

Company at Philadelphia, and [35] the sales mana-

ger's name was McKelvy, if you would like to check

that up, for the one, and the other company was

Oliver Cost, himself, w^ho passed away about eight

years ago and died leaving an estate of about $12,-

000,000.00.

Q. What compensation had you been offered by

each of those ?

A. Each and every case I was offered approxi-

mately $25,000.00 a year and all my expenses in

traveling and otherwise, entertainment and so on,

which was customary in those days.

Q. When did that approximately occur?

A. Tha<t occurred approximately between the

years 1924 to 1929, but I didn't like the position

because it entailed more or less drinking and spoiled
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my home life. I have been married 26 years and

I would like to continue to be married for a num-

ber of years more, so for that reason I didn't care

for these particular jobs, and I preferred to stay

in business.

Q. Did you meet anyone at any time connected

with the Aluminum Company of America?

A. Yes. I, of course, had done a considerable

amount of business with the Gulf Refining Com-

pany of Pittsburgh and had met Dick Mellon and

a niunber of the people, all the engineers around,

supplied them with all their materials for building

a big plant at Cleveland, Ohio, down in the flats. [36]

I handled approximately a hundred thousand dol-

lars a year for the Gulf Refining Company and

through the Gulf I had met Dick Mellon and a num-

ber of people connected with the ALCOA and had

very fine connections in there.

Q. To summarize, during the period 1920 to

1925, w^hat is your recollection as to your earnings

from all sources during the peak years'?

A. I would say approximately around $25,000.00

a year average.

Q. You mentioned you were married. How many

children did you have or do you have ?

A. I was married in 1920. Jmie, I will be mar-

ried 26 years, that is this June. We have three chil-

dren.

Q. Is the vice-president who was excused from

the room this morning your wife, Mrs. Cunning-

ham? A. That is correct.
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Q. Was the name of the Bausch & Lomb Op-
tical Company mentioned by you earlier?

A. Yes, it was. Carl Bausch, one of the owners

of the company, his gTandfather fomided the busi-

ness, is a neighbor of mine on Lake Ontario at our

summer home. Ray Taylor w^as a neighbor on the

other side.

Q. Did you ever discuss the matter of employ-

ment with that company?

A. Yes. They voluntarily came to me and of-

fered me [37] emplojnnent at both plants, with the

Bausch & Lomb Comj^any and with the Taylor In-

strument Company.

Q. Was any amount of compensation discussed?

A. No, but I would judge it would have been a

fairly substantial amount. I never questioned it,

because I was not interested at the time.

Q. When was that?

A. That was along about 1935, before I came out

on this coast. I came out here in 1936, been out here

ten years this October.

Q. When you came out here, what did you do?

A. I engaged in, took a position to keep busy at

the lumber business temporarily until I could get

myself located, and tried to renew some of the con-

tacts that I had out here.

Q. Did there come a time when you met out here

Withers and Ruzzamenti, referred to in the stipu-

lation of facts?

A. Yes, sir. Well, during the time I was em-

ployed with the lumber companies, it so happened I

made a call when this Westwood Ice Rink was being
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formed out here. A man by the name of J. Frank

Ruppenthal was promoting the rink. I had seen this

man and talked with him quite a ])it about building

and general housing, and we became very friendly,

and it was out there that I met Mr. Withers and

Muretta and various other people connected with

the undertaking, J. F. C. O'Connor, I guess he is a

judge now, was one man I met in [38] this con-

nection who handled this case for Ruppenthal after-

wards, endeavoring to straighten things out. Inciden-

tally, they had involved about $135,000 in that case,

approximately $65,000 was with one financial in-

terest, and I worked many months with Ruppenthal

through J. F. C. O'Connor's office endeavoring to

straighten the matter out for him. As a matter of

fact, the suggestion was made by J. F. C. O'Connor

that I take over the actual operation of it and so

on, and it was during this time that I met Withers

and Muretta—what the devil was the name of the

corporation? I am sorry. I don't know the name of

the company.

Mr. McFarland: In Westwood?

The Witness : Westwood Village.

Mr. Zeutzius : Yes.

The Witness: It was this new ice rink. I can't

think of the name of it now. It is the ice rink in

Westwood Village, the one Sonja Heinie played in,

and they made many attempts to try to sell it to

her or her agent, the same thing. She just took it in

the last few months. I contacted him many times

trying to sell the rink through him, but was not

quite successful with him.
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By Mr. Zeutzius

:

Q. In connection with Withers, was there any

conversation between you ?

A. Well, the conversation veered around, we
had had [39] several talks on various other affairs

and he told me about having some foundry equip-

ment, where he had loaned some money to some

people and they were unsuccessful in operating the

business, and he wanted to know if I had any

knowledge of the foundry business, what I thought

of it and so on. I told him I had some knowledge

of the foundry business due to my calls on them

for many years, and we discussed the matter pro

and con, and we decided then, or he requested that

I go and take a look at this foundry equipment

and the location of it and so on, and I went over

into Culver City where the equipment was located

and we looked it all over, and I made the suggestion

then if the environment was different, the location

of the foundry were in an industrial section, it

was set up properly with a capitalization of ap-

proximately a thousand dollars, that we could pos-

sibly make a successful venture out of it within

a couple of years, having in mind some things I

knew about that Withers didn't know about, I

mean I told him about it, about all we needed was a

licensing agreement and we were ready to go, in a

way.

Q. Did you inspect the foundry equipment with

Withers? A. I did.

Q. Where did you inspect it?



Commissioner of Internal Revenue 113

(Testimony of W. J. Cmmingiiam.)

A. At Culver City. It was located in back of

these two fellows' place, their home there where

they were operating. [40]

Q. Was the equipment thereafter acquired hj

the petitioner?

A. It was, yes, and moved to a new location

which we found.

Q. Is that the same equipment described in

Paragraph 3 of the stipulation in evidence, being of

the fair value of $600.00?

A. That is right.

Q. Tell us what occurred between you and With-

ers after you had visited the foundry equipment,

by way of creating the petitioner.

A. We decided to form a corporation, and With-

ers informed me that he had an attorney by the

name of Bernard Laven whom I had never met,

who handled Jane Withers' Affairs, the little pic-

ture actress, and that he could satisfactorily handle

it, which I concluded, too, and we went down to

his office and went into the details of the matter.

A corporation was formed and naturally Mrs. Cun-

ningham put in an equal amount with Withers.

Q. How much did Mrs. Cunningham put in the

corporation? A. I believe $500.00.

Q. What did she receive for it?

A. I think it consisted of 25 shares of stock, if

I remember correctly. [41]

Mr. McFarland: This is all set out in the stipu-

lation, if the court please.

Mr. Zeutzius : Yes. I think the stipulation states

50 shares.
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Mr. McFarland: Yes. We are not relying just

on his recollection. I submit that this is not neces-

sary.

The Witness: Yes, it is about 50 shares, ap-

proximately. I was not a stockholder at any time.

By Mr. Zeutzius:

Q. Did you put any money in at that time?

A. No, I did not.

Q. How much did Mr. Withers put in?

A. The same amount, $500.00, plus the equip-

ment.

Q. Now, who were employed after the corpora-

tion was organized in April, 1942?

A. Well, these people called the Ruzzamentis.

There was the father and two sons.

Mr. McFarland: The corporation was organized

in 1940, if the court please, not 1942.

Mr. Zeutzius: Counsel, you are correct. That is

my error.

The Witness : There was John and Alex and an-

other son; I can't quite recall the other boy's name.

By Mr. Zeutzius:

Q. What was the location of the equipment at

that [42] time? A. On Slauson Avenue.

Q. What did you do at that time with reference

to the corporation?

A. Well, at that time after the corporation was

set up, the papers being drawn, I found a location

up and install the various utilities there to get it in

shape to operate and made the deposits for the
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various utility companies, in general, electrical

work and water and so on, in other words, getting

the Imilding set up in shape to do business, and in

the meantime during that time I w^as formulating

and figuring out patterns which might enter in the

line, brass iron andirons and other articles that we

could make in there, plus some aluminum work that

we were contemplating doing. We had an order

—

or later on, that comes into it later on, we had an

order from a company called the Phone Company
for making 10,000 of these little play-tune things

you see in the Thrifty Drug Stores, $1.18 apiece, an

$18,000.00 order.

Q. With respect to the year 1940, what amount

of your time did you devote to the business of the

petitioner corporation from the date of its incor-

poration ?

A. Well, I put in all of my time, down to 12

and 13 hours a day, endeavoring to get business

and to get things started and going, for which I

received no compensation [43] whatever, spent my
entire summer, as a matter of fact, lived on bor-

rowed money.

Q. You mean during 1940?

A. That is correct, yes.

Q. By the end of 1940 what had you accom-

plished by way of promoting the petitioner's busi-

ness ?

A. By the end of 1940, well, not so much. I

mean, not that I considered a very desirable pic-

ture. I mean I had done considerable work and
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had formulated, started a lot of things and I had

a lot of things, pattern designs, made and had done

some business, but not any large amount. It was

not entirely satisfactory as far as I was concerned.

During that period of time I incidentally was work-

ing on this licensing agreement with the Aluminum
Company of America, endeavoring to get that

straightened out, which without you could not make

these various alloys, because ALCOA had patent

rights on it, and it was impossible to even buy the

alloys unless you had a licensing agreement and

paid the royalties on it.

Q. Now, keeping in mind the year 1941, did you

draw any salary during that year? A. 1941?

Q. Yes. You said you drew none in 1940.

A. Oh, I drew, I think, approximately $1400.00

and some-odd dollars from the corporation in 1941

for salary [44] for the services, yes.

Q. Was the amount paid you authorized by any

corporate action?

A. I think so, yes. You asked me the name of

that ice rink. It was the Westwood Ice Palace.

Q. What was your position with the company

in 1940?

A. I was secretary and treasurer and a director

—not a director—a director, yes.

Q. What was your position in 1941?

A. I was, I believe, president of the company

in 1941.

Q. And what was your official position in 1942?

A. President of the corporation.
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Q. What was your income in 1940 while you

were with the company?

Mr. McFarland: I object, if the court please.

The Witness: I received no income.

The Court: I will overrule the objection.

By Mr. Zeutzius:

Q. My question is intended to include income

from any source whatever. A. No, sir.

Q. What was your income from any source what-

ever in 1941?

A. I believe around $1600.00 from the corpora-

tion, I believe was the amount that I got in 1941.

Q. Did you file an income tax return for 1941,

so far as you recall? A. I did.

Q. For 1941? A. For 1941, yes.

Q. What was your income

Mr. Zeutzius: Does counsel have the income tax

returns for 1941 of this witness?

Mr. McFarland: They have not come to me.

By Mr. Zeutzius:

Q. What was your income in 1942 from any

source whatever?

A. Other than the corporation?

Q. From all sources.

A. $28,000.00, plus, I believe, $250.00 in direc-

tor's fees.

Q. What income taxes did you pay in 1942?

Mr. McFarland: I object.

By Mr. Zeutzius:

Q. On your income?
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The Court: Well, you object. What is the pur-

pose of that?

Mr. Zeutzius: I wish to show by this witness

that all the income he got barring, I think $7.00 or

something from another source, came from this com-

pany as salary and [46] director's fees, and that he

paid a certain tax on that.

The Court: Well, of course he did, but I can't

see where that is material in this case.

Mr. Zeutzius: Well, it is our contention that in

connection mth the $28,000 it was not all clear.

He paid a considerable tax.

The Court: Certainly, certainly. You may show

that he paid his taxes. I think the amount is irrele-

vant, because he would pay the same as anybody

else in tax on that amount. Of course, you have

brought out that point that he received something

in excess of $28,000.00 for the year 1942 and he filed

an income tax return and paid taxes on that

amount.

Mr. Zeutzius: And that he received no income

from any other source.

The Court : Yes, he has testified to that.

The Witness: That is correct.

By Mr. Zeutzius

:

Q. Now, in 1941, please state what you did in

the performance of service for petitioner?

A. 1941?

Q. 1941, the year prior to the tax year.

A. Well, there was a change. I explained about

Withers getting out of the picture. That occurred

in 1941, did it not? [47]
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Q. When did he get out of the picture in 1941?

A. Some time in March, as I recall, about March

of 1941.

Mr. McFarland : We have that in the stipulation

of facts, if the court please.

Mr. Zeutzius: That is right, it is shown in the

stipulation that Withers withdrew in March.

By Mr. Zeutzius:

Q. And whom did you associate in the enter-

13rise, or who became associated with petitioner

upon the retirement of Withers?

A. Elmer D. Morse.

Q. How did he happen to become interested?

Will you please tell us if you know.

A. Well, at the time I was negotiating it through

J. F. C. O'Connor's office, with some client or

friend of J. F. C. by the name of Smith who had

married into the Walgreen family, and during the

course of that time when they were considering

and looking over my data I had the license agree-

ment with ALCOA and they were looking that over

and various other proposals, and through a friend

of mine I w^as introduced to Morse, and we ar-

ranged a meeting and discussed the business of

what I had and so on, and he was very anxious to

become associated with me on it. As a matter of

fact, I told him about this other arrangement that

I had, I thought [48] I would have to take it, I

thought, but he was very insistent and he said that

he wanted to make this arrangement and that he

would like very much for me to make my mind up
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to do it right away. So I considered it and thought

it all over and finally came to the conclusion that

I needed some one of his type who knew that end

of the business, that I could not do it alone, and

I could not do all the business, from AA^hat I had

knoAvn of similar lines of business, I had to haA^e

some one in there that knoAvs hoAv to figure this

kind of thing that I had encountered to keep the

thing going. Morse had had quite a lot of business

experience and I thought he was a good man for it,

and we made arrangements whereby he first became

the secretary and treasurer of the company, and a

director, Avhich w^as consummated, I belieA'e, in

March, some time in 1941, to the best of my recol-

lection, and from that time on our time was de-

voted entirely to finding a new location, as the air-

craft companies and everyone else we did business

AAdth insisted that the company be set uj) to operate

and haA^e the men employed before the order Avould

be giA^en out. It had to be done. In other words, an

inspection Avas made, and if the company thought

the situation Av^as satisfactory for their purposes,

they would giA'e you the go ahead with the purchas-

ing engineer, and they had to be sure if the com-

pany took the order that they would be successful

in providing many of these items, and if you were

[49] able to meet the personnel and chemical re-

quirements of this business, Avhy the order Avas

forthcoming. It Avas not a very easy job to get it,

you might think those orders came easy, but it was

not an easy job for a neAV company to get business
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on aircraft parts which involved all these alloys,

because, after all, during this time there were only

two people that were permitted to use them,

ALCOA, which had the patent rights on them and

one other company called the Aluminum Alloys, so

that it was practically coniined to a couple of com-

panies during a period up to about 1940, at which

time there were three or four companies like my-

self who were given this licensing agreement, and

in this licensing agreement they specified just how
it should be run, specified all the heat-treating

process and they provided various and sundry

things which had to be determined by an engineer.

There was a multitude of things to be done, equip-

ment to be purchased and priorities to be secured.

In other words, it was one hell of a hard job to

do, I will tell you that frankly.

Q. Now, I wish to go back to the matter of pro-

curing a licensing agreement in a few moments and

I would like to carry through on the basis of your

present testimony. First of all, what were your

duties during 1942?

A. Well, I did practically everything. I did

everything. I worked, I did practically all the work

there of a [50] metallurgist, I was shipping clerk,

I was general manager and practically everything

you could think of, as far as the production end of

the business was concerned. I did everything. I

hired one man, the first man I hired in this building

that we found on Boyle Avenue in Vernon, I hired

a man who was a carpenter to fix the building up
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and tear the partitions down, because we had to

move everything to get the utilities in, to get the

gas in there and to bring the electricity and the

water in, the heat-treating furnaces. The building

had formerly been used by a chemist from Holly-

wood for experimental purposes trying to make

synthetic tires and there was stuff all around the

place. The building was 40 by 60 feet but later on

developed into a l)uilding 80 by 165 in length. And
those things all had to be done, it is hard to deter-

mine, it made a multitude of engineering problems

that you can't even think of in connection with

starting a new business that was virtually unknown

on this coast mth the exception, as I said before,

of the Aluminum Company of America and Alu-

minum Alloys.

Q. Where did the company move from the Slau-

son Avenue property?

A. Moved from Slauson Avenue to a location

known as 5511 Boyle Avenue. In other words, Morse

took one end of the town of Vernon and I looked at

the other end, and we went up and down the streets

like that to get a location, and this [51] was the

only one in the entire city of Vernon that was

available.

Q. What were the duties of Morse during 1942

after his connection with the company had started

in 1941?

A. He handled the scheduling, he handled the

financial end of the business, he handled the pay-

rolls, he handled the office detail of all sorts and
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descriptions, and our duties all overlapped. In other

words, two people starting a business, I guess it

is to be appreciated that we couldn't just sit down
and say "I am going to do this; you're going to do

the payroll and books and so on." Our duties over-

lapped. He handled the office detail and handled

the various things that go into scheduling of your

parts out of your foundry and so on. In other

words, our duties overlapped more or less.

Q. Who handled the financing?

A. Morse.

Q. Who acted as—did the petitioner have an

inspector of castings?

A. Yes, I handled that visual inspection on all

castings before they were shipped to the aircraft

company, and then in turn I also inspected them,

the inspectors of the aircraft company inspected

them and then another inspection was made when

they reached the plant, so that three inspections

were made on them before they came out of the [52]

plant or into our machine shop.

Q. Do you know what the petitioner would have

had to pay as a salary to an inspector of castings

in 1942?

Mr. McFarland: I object to that question, if the

court please.

Mr. Zeutzius: I think it is perfectly proper for

this witness who performed the various duties to

say what it w^ould have cost if the petitioner had

had to employ somebody else to perform the same

job.
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The Court : I will overrule that. He may testify.

The Witness : Well, to the best of my knowledge,

it would entail a salary from $350.00 to $450.00 a

month.

By Mr. Zeutzius:

Q. Now, did the petitioner have a superintend-

ent of production?

A. Well, at the start in 1942 I handled the de-

tail of that, yes.

Q. What salary would have been required to

be paid if the superintendent of production had

been hired by the petitioner?

Mr. McFarland: My objection goes to this entire

line of questioning.

The Court: Yes, I understand. The objection is

overruled.

The Witness : Well, to the best of my knowledge

and [53] belief, I have known of cases of a thou-

sand dollars a month for a good production man-

ager, a man that understood the scheduling of parts

for the aircraft industry. You see, we made at the

peak of our business down to the end various and

different parts of aircraft for North American,

Douglas, Vultee. We shipped all of our products

all over the country, to various scattered parts, and

we had to get those at the scheduled period into the

machine shop, and scheduled out, and you had a

certain amount of time allowed to do the job.

By Mr. Zeutzius:

Q. Did the petitioner employ anyone to handle

its sales promotion work?
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A. No, none at all. I handled that.

Q. Do you know what was paid in the trade at

that time?

A. Well, I know of certain cases where five per

cent was paid and some cases five per cent of the

gross, some cases it might have been slightly less.

Q. Five per cent of the gross sales?

A. Five per cent of the gross sales paid, and

some companies from time to time employed in

some cases two or three salesmen.

Q. AVith respect to Mr. Morse, what, in your

opinion, would the petitioner have had to pay for

the services such as he rendered in 1942? [54]

A. I think he was justified in every dollar that

he drew out of there. He worked very hard, the

same as I did. We both worked exceedingly hard

and spent long hours, 12 and 14 hours a day, seven

days a week in many cases, night work and all that

sort of thing.

Q. Did the petitioner employ guards?

A. No, that was an item—I believe that we were

the only defense plant on this Pacific Coast that

did not employ guards. We were able to convince

the Army and the Army Air Corps that we were

capable of handling our own guard situation. In

most cases companies of this type and other types

had to employ uniformed guards, on which the scale

was a dollar an hour. We felt confident that our

force would be able to police our little plant down

there, and we would have had to employ about five

guards at a dollar an hour, and it was considerable
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saving to the management to do that ourselves. As
a matter of fact, I swore in eight of my employees

as special deputies to handle the guard work, and

it was done very successfully, so successfully that

we had no difficulty in any way, shape or form.

Q. Was that swearing in of the eight of your

employees as special deputies with the knowledge

or approval of any of the United States officials?

A. With the approval of the Army Air Force

plant protection man, Henry Cady, and with the

approval of the [55] Vernon Police Department,

which these men had to be deputized through, and

also were given a period of training by an Army
officer there in the Navy Depot.

Q. Who fixed the business policies of the peti

tioner from March, 1940, through 1941?

A. The board of directors.

Q. Were meetings held throughout that period?

A. That is right, and every director was in at-

tendance each and every time. In the business being

started there were many problems we were con-

fronted with from the standpoint of improvements

to all buildings and buying different equipment and

various and sundry things that had to be taken into

consideration.

Q. During 1941 or 1940 did the directors receive

any directors' fees? A. No, sir.

Q. From 1941 did they receive any directors'

fees? A. No, sir.

Q. During 1942 how much was paid in directors'

fees by the petitioner to its directors?
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A. I believe there were ten stated meetings, in

which we each received $25.00 each, a total of a

thousand dollars for the four directors.

Mr. Zeutzius: Will the counsel stipulate at this

point that there was actually paid to the four direc-

tors [56] referred to and mentioned in Paragraph

21 of the stipulation of facts $250.00 to each one

of them during 1942 "?

Mr. McFarland: I will have no objection to your

introducing the checks. I don't know what their

pay as directors is, and I don't want to stipulate

as a fact, if you have the checks there, as you claim,

I have no objection to having them introduced in

evidence.

Mr. Zeutzius : I wanted to keep down the size of

the record, that was all my purpose in asking for

the stipulation we have asked for, and that is that

each of the four persons mentioned in Paragraph

21 were issued checks totalling $250.00 to each,

dating from August 31, 1942, through December

30, 1942, inclusive.

Mr. McFarland: That is correct. I have checked

the checks.

The Court: Well, I should think it would not

be necessary to introduce the checks in evidence.

As I understand it, the witness has testified that

there were ten directors' meetings and that each

director was paid $25.00, and that the total pay-

ments aggregated $1,000.00 for the year 1942. It

seems to me that that would be all that would be

necessary, if there is no evidence to the contrary,



128 Walts, Inc., vs.

(Testimony of W. J. Cunningham.)

the court would find that that much was paid to

the directors in 1942, without the introduction of

the checks.

Mr. Zeutzius : In other words, your Honor thor-

oughly [57] understands that makes a total of

$250.00 each.

The Court: That is to each director, and the

four would make an aggregate of $1,000.

Mr. Zeutzius: And I wish to call your Honor's

attention to the fact that it is ten meetings, and

those are the only meetings during the year for

which they were paid.

The Court: So I understand, and I don't think

it will be necessary to introduce the checks as ex-

hibits.

Mr. Zeutzius: All right, I will refrain from do-

ing so, your Honor.

By Mr. Zeutzius:

Q. You were one of the directors who received

$250.00 for 1942? A. That is correct.

Q. What services were rendered by you for the

amount that you received as a director's fee in

1942? What services were rendered as director for

the $25.00 that you received each time?

A. Attending meetings, spending several hours

at meetings, more or less outlining the policies of

the company, carrying out the wishes of the board

of directors after we were authorized or told what

to do. In other words, if we wanted to put any im-

provements in on our property it was authorized by

the board of directors and I carried those [58]
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wishes out, orders from the board of directors, as

they would be. Does that answer your question?

Q. Were any services performed by the other

directors, to your knowledge, for the $25.00 fees

which each received?

A. Well, those peojjle all participated in the

various stages in discussing improvements, they all

took a very direct interest in everything, as a mat-

ter of fact they were all very keen about it, they

wanted to see the business j^rocedure under way
so they took a very close interest in it.

Mr. Zeutzius: Now, I think the stipulation

makes it clearly appear that the payment of the total

amount of $56,000.00, $28,000.00 to Mr. Morse and

$28,000.00 to the witness, Mr. Cunningham, was

actually made during the year 1942 by petitioner.

That, I think, is the proper construction of our

stipulation of facts, is that correct, counsel?

Mr. McFarland : I am sorry. I was not listening.

Mr. Zeutzius: In other words, may I ask, there

is no doubt as to the actual payment of the $56,-

000.00, one half of it to each of the two officers,

Morse and Cumiingham?

Mr. McFarland: That is right.

The Court : Very well. It will be understood that

those amounts were actually paid to the two in-

dividuals.

Mr. Zeutzius: And were actually paid during

the [59] taxable year.

By Mr. Zeutzius:

Q. For what did you receive $28,000.00 in 1942
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from petitioner? A. Salary for services.

Q. For what did Mr. Morse receive $28,000.00

during 1942?

A. Same thing, salary for services.

Mr. Zeutzius: I wish to direct the court's atten-

tion at this point that in the stipulation of facts it

appears that in paragraph numbered 11 that the di-

rectors on January 5, 1942, adopted a resolution

authorizing the payment of salary to Mr. Cunning-

ham and Mr. Morse at the rate of $24,000.00 for

their services to each, and that that be effective as

of January 1, 1942, and be paid in such install-

ments, monthly or otherwise, as the officers might

from time to time elect, and that the Exhibit 9-1

of the stipulation reflects the drawings pursuant to

that resolution and a subsequent resolution set forth

in Paragraph 15 of the stipulation of facts wherein

it was authorized by the petitioner's directors that

the salaries of Mr. Cunningham and Mr. Morse

be paid at the rate of $36,000.00 for their services,

and that that be effective as of September 1, 1942,

and in such installments, monthly or otherwise, as

the officers might from time to time elect, and that

the resolutions were [60] carried into effect by with-

drawals, as shown in Exhibit 9-1, and that exhibit

as stipulated in Paragraph 23 being identical in

all respects to the drawing account for Elmer D.

Morse.

The Court: Very well.

Mr. Zeutzius : Now, barring some things I might

have missed, that will conclude wdth the witness. I

just would like to check.
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The Court: We will recess for five minutes.

(A short recess was taken.)

The Court: You may proceed.

Mr. Zeutzius: There was one other thing I for-

got to ask the witness.

The Court: Very well, Mr. Cunningham, please

resume the stand.

By Mr. Zeutzius:

Q. With reference to the licensing agreements

referred to in the stipulation, which were dated

February 26, 1941, when and how were they ob-

tained, very briefly?

A. Well, through my contacts with the aircraft

companies endeavoring to secure business, I found

they were using these processed alloys and that they

were the only ones which the engineers would rec-

ognize as being suitable for aircraft construction,

and I was informed at that time that if I could

obtain one of those licensing agreements from [61]

Alcoa, that they would consider doing business

with me, so I immediately at that time started the

necessary work to get them. I first contacted Bill

Mellin, who was the manager of the local office of

the Aluminum Company of America, and he in-

formed me that ALCOA had not yet made up their

minds as to whether or not they w^ere going to give

that licensing agreement.

Q. When was this, approximately?

A. This was about the latter part of 1939 or

early part of 1940. Well, I persisted in the effort,
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so much so that I asked Mr. Mellin if he objected

to my calling him occasionally, and he said no he

didn't object, and he then turned me over to a chap

by the name of Joe Michaelson, and I asked him
the same question, if he minded if I contacted him
on certain occasions, which I proceeded to do on

an average of three times a week, at 10:00 o'clock

every morning I would call and say this is so and

so, have you heard anything of the licensing agree-

ment, and the usual answer was no, our Pittsburgh

office hasn't made a definite decision yet as to

whether or not they were going to grant any licens-

ing agreements. Then the thought occurred to me
that through my comiections back East and through

my mfe's connections that possibly we could work

the other end of it, so several letters were written

to various relatives by my wife and friends of mine,

and telephone calls made, and I [62] still persisted

in it because I knew it was the answer to the busi-

ness that I wanted to engage in, and finally after

a series of long efforts and flying around and calls

and various other things this licensing agreement

was delivered to me at my home, that instructions

were given Joe Michaelson to deliver it, that it was

to be delivered to me personally and no one else,

for which I was appreciative, and only after a long

time and a lot of hard work we obtained it, and

to be perfectly honest with you we had to have a

foundry set up of a particular type or description

before this license would be granted, and afterwards

I became quite friendly with the Almninum people,
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particularly this man Joe Michaelson, who unfor-

tmiately is deceased now, but the man who took

that job over told me the other day that he had

made an investigation and that he saw no reason

for not giving the licensing agreement to a com-

pany such as ours and he said that he was very

happy to see the progress that had been made in

utilizing this particular licensing agreement. That

is about all I can say. It was a lot of hard w^ork

and there were many directions that we took to

obtain it. Part of that matter is that other people

were able to use it because of that experience, some

one had done a lot of hard work in obtaining that

particular agreement. It was only through the con-

nections and friends that I had that I was able

to obtain it. [63]

Q. Do you know where Mr. Elmer D. Morse is

at this time?

A. Well, no. I tried to contact him myself last

week and many occasions, and I even sent a man
out to his summer home at Arrowhead to try to

locate him, but I have not been successful. I have

called his home, he is listed in the telephone book,

but I have been unable to reach him. I tried many

things to contact him since last week, to be here,

and it is his duty to be here, frankly, I think.

Q. Is he any longer a stockholder?

A. No, he is no longer a stockholder in the cor-

poration.

Q. Did the person you sent to Arrowhead make

a report to you?
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A. Not in writing, just a report to me that he

was unable to reach him, that he was in the city,

that is, in Los Angeles at his home.

Q. Is he a stockholder at the present time?

A. He is not.

Mr. McFarland: He said no.

Mr. Zeutzius: I am sorry. I wasn't sure whether

I had asked him whether he any longer was or was

not a stockholder. No further questions. You may
cross-examine. [64]

Cross-Examination

By Mr. McFarland:

Q. Mr. Cunningham, you spoke of the availabil-

ity to you of a scholarship at Colgate which came

just before the last war, and which you could not

take because of that. A. That is correct.

Q. By virtue of what efforts did you obtain

that scholarship?

A. Well, I played professional football while

I was a young fellow. Colgate was in the habit of

awarding scholarships to men who were outstanding

in that particular field. They had a mighty fine foot-

ball team there, and I had played a little profes-

sional football when I was about that age.

Q. For your athletic ability?

A. For my athletic ability I was offered a free

scholarship, that is true.

Q. Your training, of course, in grammar school

and high school was general in nature?

A. That is correct.
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Q. Was not pointed toward any specific object,

was it?

A. No, it was not, not at that time, except busi-

ness training' which ultimately I wanted to go into.

Q. That was more or less general business train-

ing? [65] A. That is right.

Q. Then you enlisted in the Armed Services'?

A. I enlisted in the Cavalry to start mth and

later on changed to a machine gun battalion, and

laler on we were turned to a supply train.

Q. And at the end of the war you went to work

for the Travelers Insurance Company?

A. Travelers Insurance Company.

Q. As a claims adjuster?

A. Claims adjuster, yes.

Q. What did you do in connection with that job?

A. Well, it was mostly nuisance claims, to be

perfectly honest, being a very young chap without,

you might say, any experience in the line, naturally

I was given the minor claims to handle, like auto-

mobile losses and accidents.

Q. You adjusted personal liability and property

damage claims in connection with automobile acci-

dents ?

A. Automobile accidents or losses, yes. I re-

member one time the claim of a lady who claimed

she found a cockroach in her lemon pie and showed

it to the manager of a restaurant, which they were

our assured, and I had to make an investigation on

that and a report on it, and things of that sort.

Q. And you stayed with them approximately

one year?
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A. Approximately a year, that is right. [66]

Q. Now, what was your salary, to the best of

your recollection when you were working for them?

A. Oh, I would say offhand $170.00 on top of

my car expense and then the other expenses inci-

dental to the job. As a matter of fact, I was only,

to be perfectly honest with you, if you will check

my age, I was about 19 years old then, a little over

19 years old, you will see when I was 20 years old,

if you will check the years in between you will find

out it will check out that way.

Q. How did it happen that you didn't go back

and take up your schooling when you were dis-

charged ?

A. Well, because things were in rather a turmoil

at the time, I didn't particularly care about it, and

Army training had started me—changed my mind,

Ijerhaps, I don't know, I just didn't have any par-

ticular desire to go and finish that. At that time I

wanted a business course, and frankly, my father

had a very fine lumber business and I had always

sort of looked forward to the time when I could

engage in some type of business.

Q. Then you eventually went with your father

in the lumber business?

A. In the lumber business, in the wholesale end

of it, yes.

Q. I believe you testified that you started out

as a salesman? [67]

A. Yes, and I was very successful, and one

among other things, we bought five or ten million
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feet of red pine crating lumber in Canada at a very

low price, and as I remember we paid about $9.00

a thousand, purchased it from, I believe, W. C.

Edwards & Company, and as a matter of fact, the

owner of the company is Sir Gordon Edwards, a

member of Parliament, whom I know quite well. I

was very successful that first year in marketing

that to a trade that had never used that type of

material before. I went out to find a market for it,

and so much was sold, I sold ten million feet of

lumber for them, and our commission in those days

was $2.00 a thousand, so you can figure out what

I would have made if I had done it on a com-

mission basis.

Q. It all went to the company?

A. It all went to the company, but I was paid

a very reasonable amount for my services, though.

Q. About what were you paid?

A. Oh, I would say around—I don't know, 12

or 13 thousand dollars, something like that.

Q. That would be $12,000.00 anyway?

A. During that year for services.

Q. Did you have any previous experience?

A. No, it was not necessary.

Q. You didn't have to be a specialist in this?

A. No, not on the selling of crating lumber to

the [68] furniture people and things like that, that

had never used that type of lumber before.

Q. Mr. Cunningham, I think you will agree,

won't you that maybe you would not have had that

favorable influence if it had not been for your

father? A. Yes, maybe so.
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Mr. Zeutzius: I move to strike out the question

and answer.

The Court: I will overrule the objection.

By Mr. McFarland:

Q. You were secretary and treasurer?

A. That is correct.

Q. During what period, roughly?

A. Oh, I think around from about three or four

years after the new company was formed, the retail

end of it, I went in as a vice-president of the com-

pany at the start.

Q. When was this?

A. I would say about 1923 or '24.

Q. You stated that the business, I think, went

through a 77-B thereafter?

A. I stayed right there until the end of it, as

a matter of fact so that I can account of at least 15 or

16 years of my time as spent on that.

Q. On this $12,000.00 or $15,000.00 salary that

was recommended that you spoke of on direct ex-

amination [69]

A. Well, it wasn't all salary. It was commissions

and it was other things.

Q. I was going to ask you that very thing. I

want you to break down for me the amount of that

total which represented salary and the amount

which represented bonus.

A. Well, let's say half of it was bonus, the other

half of it was commission and bonus. That is as

near as I can arrive at it.

Q. Do you have any recollection other than just

a general recollection?
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A. No, a general recollection of it. There has

been a lot of water over the dam since then, 26

years have elapsed, which is quite a long time. Can
you recall back 26 years ago, what you did 26 years

ago I

Q. I am asking you the questions.

A. I am telling you that, and that is why I must

explain to you why I am telling it.

Q. I want you to be reasonably certain in your

response.

A. I am reasonably certain. I would say about

half salary and half commission and bonus, to the

best of my recollection.

Q. And that is the relationship which prevailed

throughout your connection with your father's lum-

ber company?

A. Throughout my connection, yes, for many
years. [70]

Q. In that connection, you came to know people

such as Al Smith? A. Intimately.

Q. And many political figures?

A. Yes, slept with Smith at the hotel in All^any.

Q. Was this before he wore that brown derby?

A. He has always worn the brown derby, and

been a hell of a nice man.

Q. Did your business give you occasion to curry

favor for this political business in New York State ?

A. Yes.

Q. Of course, it was your position

A. It was my position, the business I was in, I

was selling lumber to the state departments right
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along and selling lumber to various boards, state

and county and so on. There are all using consid-

erable materials at all times, and actually I was in

active personal contact with a lot of people, and I

like people and I made a wide acquaintanceship.

As a matter of fact, I have built up a wide acquaint-

ance here in California, for the years it has taken.

You can make a check and you can ask dozens of

people that can tell you without my telling you

what I have been able to accomplish.

Q. That lumber company eventually hit upon

financial straits? [71]

A. Due to the business conditions, yes.

Q. That was about when?

A. After the crash, say along about 1931 and

1932, yes. J
Q. What particular element caused that partic-

ular lumber company to have some trouble ?

A. That was just a complete stoppage of all

business of every type and description. Industry

slowed down, a lot of people were unemployed, no

home building of any sort or description. I can re-

call an instance when for a period of about 30 to 90

days there was nothing built in that area.

Q. How large a company, how many salesmen,

did you have in this company? Were you a stock-

holder ?

A. No, not at the first part of it. At the last I

was.

Q. Just an employee?

A. Just an employee, that is correct.
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Q. And subsequently a stockholder?

A. Subsequently a stockholder, yes. We em-

ployed one salesman at the time other than myself.

Q. And what was the gross sales that you would

show?

A. About anywhere from three-quarters of a

million to 850,000 or 950,000 a year, somewhere in

that neighborhood.

Q. Now, so we can make a comparison, Mr. Cun-

ningham, are you familiar, for instance, with the

Edward Hines Lumber [72] Company?

A. I know^ Edward Hines quite w^ell, a Chicago

man, and he has got a little goteee. Do you happen

to know him?

Q. I know him, yes.

A. He wears a little goatee.

Q. During that same period what would you say

his gross sales were?

A. $50,000,000.00 a year, maybe, I don't know,

25 million. They were a big company. They are now

out of business, if you recall. They w^ent through

a receivership.

Q. You were a smaller business than the Ed-

ward Hines Lumber Company?

A. Oh, yes, there were dozens of lumber com-

panies throughout the entire country. We only, I

think, had 14 retail yards, and the total population

of the environment amounted to about 305,000

people.

Q. This was Rochester, New York ?

A. Rochester, New York, yes.



142 Walts, Inc., vs.

(Testimony of W. J. Cmmiiigham.)

Q. After that the lumber company went through

77-B, I believe you said, in 1932 or '33?

A. Yes, about that date, as I can recall, it was

somewhere in that period of time. It was reorga-

nized and then continued for a while until the

year 1935.

Q. And then you finally dissolved and went out

of business? [73]

A. Finally dissolved it, paid all the bills of the

corporation, leaving no debts whatsoever outstand-

ing, and as a matter of fact, as I explained to you,

I even had to hypothecate my insurance policies to

pay them.

Q. In this reorganization under 77-B, what was

the nature of that as far as the outstanding indebt-

edness of the corporation was concerned?

A. Well, I think we got—you mean, what did

the corporation owe in money, is that the question

you asked me ?

Q. Yes, I want to know, were the creditors paid

in full or did they suffer losses?

A. No, they received 75 cents on the dollar.

Q. And then you came out to the West Coast ?

A. I came out to the West Coast in 1936, yes, in

October.

Q. You say certainly up to this time that your

experience had been wholly within the lumber com-

pany for which you were working at the time?

A. Oh, no, I wouldn't say that.

Q. You were employed and you were owner and

director of the company?
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A. Yes, but I wouldn't say that wholly. After

all, a man does i)ick up knowledge of a great many
things.

Q. I am not referring to that, Mr. Cunningham.

I say [74] other than just the general knowledge

that you picked up from l^eing exposed to various

other businesses, you did not have any particular

training or you would not devote any time, for in-

stance, to—I believe you referred to the Baldwin

Locomotive Works; you didn't work for them at

any time, did you? A. Oh, no.

Q. And the only problems you would be aware

of that were Baldwin's problems would be when

you came in contact with them in connection with

your sales to the company?

A. Oh, yes, that is correct. I talked with their

engineering department, the superintendent of their

plant, perhaps, or something like that. I did very

little work with the purchasing department except

to get the purchase order from them. We generally

worked with the practical men or the technical men

in the companies to do what

Q. When you came out here to the coast, you

went to work for a lumber mill?

A. No, I went to work as a salesman, let's call

it that, with one of the lumber companies here

—

well, it was the Globe Lumber Company, as a mat-

ter of fact, calling on the studios, calling on MOM
and two or three of the studios and the industry,

the same type of work, I was selling the house

builder.
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Q. Practically the same type of work you were

doing [75] in Rochester?

A. That is right, yes.

Q. What was your salary with the Globe Lum-
ber Company?

A. Approximately $270.00 a month. They don't

pay very good salaries on this coast. I paid book-

keepers higher wages than that in the East.

Q. Any commission?

A. No, I wanted a commission, but they don't

allow commissions out here. They have kind of an

understanding which amounts to a localized trust,

in other words, each company has the same price,

and unless you sell at that price you are more or

less ostracized. That is perfectly true, might as

well admit that is what happens. So consequently

they see no reason for paying a man a commission

basis. As a matter of fact, I met Mr. McLeod, who

was an old friend that I first knew in Toronto,

Canada, and he was one of the first contacts I made

here. He remembered me after a while and we dis-

cussed things and he said, ''Well, you would make

an ideal manager for one of our retail setups." I

said, ''That's fine." He said "We might discuss

the matter of compensation for it." He said, "What
do you expect in the line of compensation?" So I

set a figure that I thought would be rather low, at

$10,000.00 a year, and the man almost fell off the

chair. He said, "Well, I don't [76] get that myself.''

I said, "I am very sorry." So we didn't get to-

gether. I said I was in the habit of paying a book-
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keeper that amount to keep my books, $500.00 a

month.

Q. Now, you hit upon this foundry equipment

during the course of your travels around Los An-

geles %

A. That is right. I was desiring to get into busi-

ness for myself, because I always had been. I was

not interested in a job. A job didn't interest me in

any sense of the word. I was looking for a busi-

ness, a permanent business that I could get in.

Q. Who owned this foundry equipment?

A. Mr. Withers, Jane Withers' father, the little

picture actress, you know.

Q. He turned that equipment over for some

stock in the company that you formed?

A. Yes, and also made an investment along with

it of $500.00?

Q. You didn't put any money in?

A. I did not.

Q. Did you have any money at that time?

A. No, Mrs. Cunningham made the investment

on borrowed capital.

Q. What did she put in? A. $500.00.

Q. Mr. Withers had put in $600.00? [77]

A. No, the equipment was $600.00, I believe, and

half of the money was $500.00.

Q. You say your wife borrowed the $500.00 to

put in?

A. Yes, we were practically—I was living at

that time on borrowed money.

Q. You didn't get that stock in your name? f-
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A. I did not.

Q. Did your wife get some stock?

A. Yes, she had stock in the corporation.

Q. Now, I believe you spoke of having put up

for the utilities, the deposits for the utilities'?

A. That is right. That is customary in a new

company when you don't have a credit rating.

Q. You put that up yourself ? A, Oh, yes.

Q. I mean you didn't pay that out of your own

personal money?

A. Right out of my personal pocket, and then

later on I was reimbursed. The books will show the

deposits, yes.

Q. The company paid for them in time?

A. In time, yes.

Q. When did you first come into contact with

the aircraft people?

A. Oh, let's see the latter part of 1940 or the

middle of 1940, I can't just exactly tell you when,

somewhere [78] in that neighborhood.

Q. And some time toward the latter part of 1939

or 1940 orders began to come in from the aircraft

companies, didn't they?

A. No, we had no orders whatsoever.

Q. I am not talking about your company. I am
talking about the expanding aircraft industry.

A. Well, no, I don't believe they came in as

early as that, still they might. Visualizing the air-

craft before the war, Douglas Aircraft was build-

ing

A. I suppose you, being a capable business man.
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recognized the advisability of working for the com-

panies ?

A. I frankly selected that as the business that I

wanted to engage in. In other words, I had no idea

that there was going to be a war; if I had, I could

have been a millionaire many times over. I figured

that as a business that I wanted to engage in. It

was a highly technical business, it was an interest-

ing business, because you were doing a different

thing each and every day.

Q. When did you first come in contact with Mr.

Withers?

A. That was in about 1939, I would say, some-

where around in there.

Q. What part of 1939?

A. The early part of 1939.

Q. When did you subsequently finally conclude

the [79] deal whereby Withers turned this foundry

equipment over to the company?

A. Oh, somewhere in 1940. I can't recall the

exact dates.

Q. And of course Germany had gone into Poland

at the time, hadn't it?

A. I don't recall. I think so, yes.

Q. She invaded Poland around September, 1939.

Mr. Zeutzius: Yes, I so stipulate.

The Witness: I think so. I don't know.

By Mr. McFarland:

Q. I believe if you check the records you will

find it was roughly around that.

A. That is possibly true.
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Q. But you still didn't have an idea of going

into business on account of the war?

A. No, not altogether. If I had, I would have

done an entirely different, I would have done a

much bigger job and made considerably more suc-

cess than I made of it.

Q. Then I gather there was a little bit of luck

connected with it?

A. Yes, to a certain extent.

Q. But you say the war was not in any way
included in your plans or determinative of your

course of action?

A. How would any one man be able to figure,

then, [80] that aircraft would win the war? I mean

if I had that thought in mind, I naturally would

have gone into another line of endeavor. There

were other things to do other than just doing a lot

of hard work and a back-breaking job building a

foundry. There were many easier things to go into.

Q. This was one of them?

A. Have you ever been in a foundry? Do you

know the type of work it is?

Q. I am generally familiar, yes.

A. If you know, then you grasp the idea what

it is all about.

Q. This Aluminum Company licensing agree-

ment, I think you said that was obtained in 1940

or around in that time?

A. That is correct, yes.

Q. What part did your mfe play in that?

A. Well, Mrs. Cumiingham had a cousin, as a
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matter of fact, who was very close in with the Mel-

lin interests living in Pittsburgh, had a i^lace there

and employed, I don't know, 30 or 40 salesmen,

knew all the people there, and we correspond with

him, always did correspond with him. His name
was Ed Stactl. He is down East now.

Q. What was his business?

t. A. He had put in all the high-power installa-

tions ill the New York Tube, and various and sun-

dry things for Westinghouse. He was Westing-

house's agent there, and that [81] incidentally is a

Mellon-owned concern, owned by the Aluminum
Company of America, one of their subsidiary com-

panies, and he was very influential with the com-

pany, he was one of the people I went to. Also a

brother-in-law of Mrs. Cunningham's who was the

general sales manager and vice-president of Rogers

Shoe Company, and various other friends, among

them was Henry Carlson, chief engineer of Gulf,

along with half a dozen other people. It was only

through them that I was ever able—I wasn't ever

a foundry man, and the Aluminum Company just

don't want to give away the stuff. After all, the

Aluminum Company had some reason for it.

Q. Inasmuch as you were not a foundry man, as

you say?

Mr. Zeutzius: I move to strike out counsel's

statement.

The Witness: I w^ouldn't say I wasn't a foundry

man.
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By Mr. McFarland:

Q. Didn't you just say—what was your answer?

1 thought you said you were not a foundry man.

A. I meant that in the sense of not a man who
has been in the foundry business many years. I had

foundry experience previous to the licensing agree-

ment.

Q. What foundry experience did you have?

A. Well, operating this particular foundry pre-

vious [82] to this licensing agreement, in which we

made various brass pieces.

Q. When did you begin operating this foundry?

A. We started about 1940.

Q. What month of 1940?

A. I don't recall. April, perhaps.

Q. When did you obtain this licensing agreement ?

A. I don't know. The licensing agreement was

there. I am not going to go by hearsay on every-

thing. I have to refresh my memory occasionally.

Q. Would you say you obtained it in February,

1941?

A. Is that in the licensing agreement?

Q. Yes, it is.

A. It was approximately that time, yes.

Q. This was the culmination of, I believe you

stated

A. The latter part of 1939 and '40 efforts, yes.

Q. Now, the latter part of 1939 and 1940, the

company was not in existence in 1939, was it?

A. Well, yes, not active, you see, but contacts

had been made.
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Q. The company did not come into existence

until April of 1940, is that right?

A. That is probably a fact.

Q. So the most that it could be the culmination

of [83] would be from April, 1940, to February,

1941, is that correct?

Mr. Zeutzius: I move to strike out comisel's

question as being argumentative, assumes a situa-

tion in asking the question and then assumes that

it could not be. In other words, it is an unfair ques-

tion.

The Court: I will sustain that objection.

By Mr. McFarland:

Q. Well, Mr. Cumiingham, I believe you have

stated that that company, Walts, Incorporated, was

organized and started doing business in April of

1940?

A. I think the records show that, yes.

Q. Your licensing agreement bears date of Feb-

ruary 26, 1941?

A. That is correct. I believe that is true.

Q. And that licensing agreement was obtained

after some period, we will say, of work to obtain

it on your part and on your wife's part?

A. That is correct, that is right, a very hard

effort.

Q. Now, were there expenses incurred in that

connection ?

A. Yes, lots of expense. As a matter of fact,

borrowed money was used in most cases to keep

this thing going and to keep ourselves going, and
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which we were not reimbursed in any way, shape

or form for it. [84]

Q. Did you make any expenditures on behalf

of the corporation? A. Yes.

Q. Were you reimbursed for them?

A. No, never have been.

Q. Was your wdfe reimbursed?

A. No, never reimbursed for anything.

Q. You say she was never reimbursed for any-

thing, excepting that licensing agreement?

A. That is correct.

Q. And now I direct your attention, Mr. Cun-

ningham, to the minutes of the meeting of March

31, 1941, and in the body of the minutes, and I am
quoting from the minutes

A. Yes.

Q. ''Walter J. Cmmingham advised the cor-

poration had just obtained from the Aluminum

Company of America, two written agreements

licensing the corporation to use its heat-treating

process for manufacturing aluminum alloys and

products, and that the agreements were procured

through the efforts of Catherine Cunningham, who

incurred obligations and expenses in the sum of

$1140.00 in obtaining these agreements." Is that

right ?

A. If the record so states, it is probably true,

yes.

Q. Would you say this was not true?

A. No, I say that the record which you have in

that [85] book is evidently true, that we wouldn't
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have that in there unless it was true. What \Yould

be the reason for it?

Q. I am not arguing with you.

A. Let's not argue about the point.

Q. I am merely asking you a question.

A. And I am answering them.

Q. And so what you said previously is not borne

out by these minutes, is it?

A. Perhaps not. I don't know. It has been a

long time.

Q. As a matter of fact, in the rest of the minutes

it is resolved and it provides, authorizes and directs

the payment immediately of $1140.00 to Catherine

S. Cunningham to reimburse her for the monies

expended for and on behalf of this corporation, and

the president and secretary-treasurer are hereby

directed to draw upon the funds of this corpora-

tion in accordance therewith, isn't that right?

A. If it states that in there, it is probably cor-

rect, yes.

Q. That is correct, to the best of your knowl-

edge? A. To the best of my knowledge, yes.

Q. And your previous testimony is not correct

in that behalf?

A. Possibly not, not in every respect, and I am
not to blame for that because it is quite a long time

and I [86] don't recall all the incidents in connec-

tion with it.

Q. Do you recall the incident in connection with,

obtaining the foundry equipment?

A. Yes, certainly. *.
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Q. And you were able to remember the number
of square feet in the building on Boyle Avenue, is

that right? A. Yes.

Q. But you don't recall other details that hap-

pened about that same time?

A. Oh, no, I recall practically everything.

Q. But you didn't recall this fact?

A. Well, you have to refresh your memory, you

kuow. I can't just recall that transaction, no.

Q. Who had physical possession of these

minutes ?

A. I did, secretary-treasurer of the company.

Q. They were always available to you?

A. They were always available to me and always

kept in our office safe, never out of our possession.

Q. Do you know any of the elements entering

into any of this $1140.00 that were reimbursed to

your wife?

A. No, I frankly don't recall it. It is a transac-

tion that happened some time ago, and I would have

to refresh my memory. I don't just recall just what

it is.

Q. After you had obtained the licensing agree-

ment, in 1942 the Aluminum Company made that

aluminum process [87] available to all in the field,

isn't that right?

A. No, they did not.

Q. What did they do?

A. When, at the time we received it?

Q. No, no. Did you receive a letter from the

Aluminum Company of America dated August 20,

1942, to Walts, Incorporated?



Commissioner of Internal Revenue 155

(Testimony of W. J. Cunningham.)

A. That letter I don't remember if I read the

letter. I couldn't tell you whether I received that

or not. I can't recall. No, you are asking me some-

thing. If you are right, I say I don't know.

Q. Have you not read this stipulation?

A. I sure have, yes, and I recall letters and

other things, but I have to refresh my memory to

find out whether you are right to be sure.

Q. I will gladly show it to you.

A. That is what I want to see. After all, I am
not a memory expert on everything.

Q. I thought that maybe you were.

A. No, I am not. Yes, I recall this letter, quite

well. That is correct. Yes.

Q. What is the sum and substance and the effect

of that letter?

A. Well, all royalties were off for the duration

of the war until the war was declared officially over.

Q. And the process was available to all who

cared to avail themselves of "it?

A. That is correct, yes. It was a government

directive that where it was for war emergency uses

it was available to anyone who cared to use it after

that time.

Q. You were busy with war work at about that

time, weren't you? A. Yes, we were.

Q. AYere all of your customers war aircraft com-

panies at that time? A. At that time, yes.

Q. Did you ever have an appreciable amount of

non-war work?

A. Yes, some. You were not permitted to make

anything but for the war effort of these particular
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alloys, you couldn't use them in any other purpose

other than it is intended for.

Q. When you obtained this agreement in 1941

—

A. It was just for that one purpose, for the

manufacture of aircraft parts solely for stress ma-

terials, for use where the heat-treating process had

to be applied.

Q. And those parts and equipment for airplanes

were on short supply at all times, wern't they?

A. Those parts were in very short supply at all

times, yes. [89]

Q. At that time, around al)out that time, when

the industry was expanding greatly*?

A. I wouldn't say that exactly, no.

Q. In other words, what was the occasion that

would give rise to the Aluminum Company issuing

such a letter?

A. Well, I think most, more or less from the fact

that a lot of pressure was brought on by the govern-

ment to the effect that that was a closely held deal

that they had to let out some of those licensing agree-

ments to get away from monopoly, let us say, more

or less, which they did have.

Q. They didn't have anything to do with the war

effort? A. No, I wouldn't say that.

Q. You wouldn't say that? A. No.

Q. Now, Mr. E. D. Morse, are those his initials?

A. Yes, Elmer D.

Q. He came into that ]:)usiness, into the company,

at one time or another, didn't he? About what period

of time did he enter?

A. Oh, I think it was about around March, I

think, of 1941, as I recall it.
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Q. When he entered the business he also loaned

the company some $8,500.00?

A. His wife loaned the company $8,500.00, Doro-

thy M. [90] Morse.

Q. What was that for? A. A loan.

Q. For what purpose was it made ?

A. To buy equipment, setting the foundry up

for the purpose of using these various alloys.

Q. At that time the company did not have avail-

a]3le $8,500.00? A. Sufficient funds, no.

Q. To purchase this equipment on its own, it

required additional capital ? A. That is right.

Q. That is the reason Mr. Morse entered the busi-

ness ?

A. No, he came in there for the purpose of assist-

ing me in the work that we knew would eventually

become too heavy for me to handle.

Q. Prior to that time what had Mr. Morse done ?

A. Well, as I remember he had owned several

sporting goods stores. As a matter of fact, I believe

he had three of them at that time. I think he had

a series of sporting goods stores in there. He is a

man that had quite a bit of financial and other

experience.

Q. He had about the same knowledge of affairs

as compared to yours for his end of the business,

is that right? [91]

A. Yes, I had know of him and had dealings with

him, and they used a considerable amount of cash

to put this transaction through. He was not called

in for that sole object.



158 WaltSy Inc., vs.

(Testimony of W. J. Cminingham.)

Q. When was Mr. Morse's coimection with the

company terminated?

A. I believe about June of 1943.

Q. In other words, his usefulness had ended at

that time?

A. No. I wouldn't say that, no.

Q. All right, what was the occasion for that, if

that was not the reason why he left?

A. We are talking about 1942, I believe, and not

1943, if you don't mind.

Mr. Zeutzius : I submit, your Honor

—

Mr. McFarland : I am asking the question and I

would like an answer.

The Witness : I am not answering it because I

—

Mr. Zeutzius : I would like to suggest to the Court

that 1943 is not involved. I don't want to object to

anything that may have a bearing on the case, but

I think it clearly appears that Mr. Morse is no

longer with the company, the witness has stated that

he ceased being there in 1943, and I think any further

questions are not material.

The Court: AVhat is the object, Mr. McFarland?

Mr. McFarland : I would like to determine under

what circumstances Mr. Morse left there, whether it

was due to one cause or another. I think it is very

material to the Court in determining what is a

reasonably fair compensation for Mr. Morse. As a

matter of fact, if the Court please, neither is the

year 1940 involved in the proceeding, which counsel

has been so zealous in getting before the Court. I

don't see that I should be limited because the par-

ticular year is not now involved, when the connection
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of the severance of the connection of this individual

Avho was an officer of the corporation occurred in

that year, for some reason which might be a reflec-

tion on the past services and have a material bear-

ing.

Mr. Zeutzius : I submit, your Honor, that in the

year subsequent to 1942 many things can happen,

a man may have a breakdown in health from over-

work.

Mr. McFarland : Well, if that is the situation, let

it he brought out.

Mr. Zeutzius: He might have family difficulties.

I am not suggesting that is the fact, I am giving it to

apply abstractly to any person in the company, any

numl)er of things might happen. I think it has abso-

lutely no bearing. The question is whether or not

the man performed certain services during the tax-

able period, what he actually did and what his abil-

ities were then, not what they might [93] have been

thereafter.

The Court : I don't see, unless you can relate some

incidents that you expect to prove as to him, I can't

see where it w^ould be relevant as to why he term-

inated his connection with the company in 1943,

which is the year following the taxable year. What
do you expect to show that would be material in that

respect ?

Mr. McFarland: If your Honor please, I have

no idea what the proof would show on this.

The Court: Well, I will sustain the objection,

then. The relevant year is 1942, and what services

Morse performed, what he was paid for it and things

of that kind, in 1942.
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Mr. McFaiiand: Will reference to the year 1940

be treated in the same fashion?

The Court : Well, except for the background and

experience and so on. We like to be pretty lenient

about that, you know.

Mr. McFarland : I see.

By Mr. McFarland:

Q. The sales of the company increased greatly,

didn't they, throughout 1941 and throughout 1942?

A. Throughout 1941, I believe that the volume

of approximately of 9,000 in 1941 to 128,000 in 1941,

I don't recall the figures offhand. [94]

Q. I believe your records show that your sales

increased, that in August of 1931

—

Mr. Zeutzius: 1941.

By Mr. McFarland:

Q. 1941, 1 stand corrected, your sales were in the

amount of approximately $7,200.00, and by the end

of the year they had increased to $39,000.00?

Mr. Zeutzius: For the whole year, counsel.

By Mr. McFarland:

Q. That is cumulative for that year?

A. That is right.

Q. And the sales by months ranged from

$7,200.00 on August 31st to about $13,000.00 on

December 31, 1941?

A. Yes, probably the records show that.

Q. And in 1942 they raised spectacularly, didn't

they? A. I don't recall the monthly figures.

Q. What was your gross sales volume?

A. Approximately $470,000.00, I would say, off-

hand, for 1942.



Commissioner of Internal Revenue 161

(Testimony of W. J. Cuimmgham.)

Q. What proportion of that was due to your sales

to the aircraft companies ?

A. What proportion of that was sales to the air-

craft companies?

Q. Yes. [95] A. All of it.

Q. All of it? A. Yes, sure.

Q. You didn't have any business with any other

industry ?

A. You couldn't do business with any other in-

dustry, the war effort would not permit you to do it.

You could not sell commercial aluminiun to anyone

throughout the war period. You had to ask the mili-

tary authorities for permission. Anyone who did

that, if I did it, I would have been in jail. You
couldn't get any aluminum, all that you purchased

had to })e used for building aircraft. You had to bring

in your purchase orders and specify how much alum-

inum you needed for the work and schedule your

raw materials before you could receive it. So there

was absolutely no way of getting any other material

in. You were issued just your requirements for your

aircraft companies. There was no other way of doing

it.

Q. Mr, Cunningham, the company at no time

paid dividends? A. Never.

Q. And never even discussed the feasibility?

A. Well, we talked about the feasibility of pay-

ing dividends.

Q. When did you talk about that? [96]

A. I don't know. In 1942 we discussed it.

Q. Who discussed it ?

A. The directors of the company and officers.

Q. In directors' meetings?
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A. Sure, we discussed it in informal discussion,

never entered on the record.

Q. Never got in the records at all ?

A. No.

Q. And the company never did pay dividends at

any time? A. No.

Mr. Zeutzius : Now, I submit, I move to strike out

the question and answer. I think it should be limited

to any time between the incorporation and the end

of the current taxable year involved, because that

involves

—

The Court : I deny the motion to strike, and the

answer can stand.

Mr. Zeutzius: In taking the exception, I would

like to call your Honor's attention to this, if the

e^ddence is permitted to go beyond the taxable year,

it involves or may involve unfair inferences unless

we be permitted to show all the facts that occurred

subsequent to the taxable year.

The Court: We will just confine it to 1942. No
dividends were paid in 1942.

Mr. Zeutzius: Thank j^ou, your Honor. [97]

The Court : The rest will be stricken.

Mr. McFarland : Do you care to amend the stipu-

lation of facts, coimsel?

Mr. Zeutzius : No, I am satisfied that the stipula-

tion of facts will show it is perfectly true that from

the time they were incorporated in 1940 through

1942 no dividends were paid. Is that what you want ?

Mr. McFarland : That is shown, I believe, by the

stipulation of facts.

The Court : The stipulation still stands.

Mr. Zeutzius : I think it is a fair stipulation.
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Mr. McFarland: I just don't understand what

—

The Court: What he is objecting to is any testi-

mony that no di^-idends were paid subsequent to

1942, as I understand it.

Mr. Zeutzius : That is correct.

The Court : I will sustain that.

Mr. McFarland : Very well.

By Mr. McFarland:

Q. Mr. Cunningham, at no time—am I right

when I make this statement—did you ever contribute

financially to the company ? A. Never.

Q. Never? A. No. [98]

Q. You have never been a stockholder for that

matter, have you ?

A. Not during that period, no.

Q. Subsequently you did own some stock, is that

right ?

A. I am referring to 1942. I was not a stock-

holder in 1942.

Q. Were you a stockholder in 1941?

A. No.

Q. Were you a stockholder in 1940?

A. No.

Mr. Zeutzius: The answer is not as to all three

years.

The Witness : That is correct.

By Mr. McFarland

:

Q. At all times the corporation obtained credit

elsewhere than by your individual resources?

A. Yes.

Q. Now, tell me what yardstick did the corpora-

tion use to determine the amomit of salaries that it

was going to pay to you and to Mr. Morse? And I
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am referring specifically to the minutes of January

5, 1941, wherein it is stated that notwithstanding any

action heretofore taken by the board of directors by

resolutions or otherwise, the president, Walter J.

Cunningham, is to be paid at the rate [99] of $24,-

000.00 a year for his services and the secretary-treas-

urer, E. D. Morse, is to be paid at the rate of $24,-

000.00 for his services? How did you determine

24,000? AVhy not 23 or 25?

A. The reason, for past experience and perform-

ances I believe that was, they said I was just en-

titled to that amount of money.

Q. Well, past experience and performances, what

do you mean by that?

A. AVell, previous years that w^e were in the

company.

Q. Previous to January 5, 1942, is the basis of

this action? A. I wouldn't say that, no.

Q. Well, the meeting was held January 5, 1942.

A. Yes.

Q. Now, you certainly were not taking into con-

sideration what might occur subsequent to January

5,1942? A. No.

Q. You were not considering that at all?

A. No, we just took it as compared to other in-

dustries or other people in the same line of busi-

ness.

Q. You were not considering what would occur

subsequent to January 5, 1942 ?

Mr. Zeutzius: Are you asking the witness what

he considered or are you asking him to speak for

the other [100] directors as well?

Mr. McFarland : I am asking what he considered.
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If he can speak for the other directors, I am very

glad to have that.

The Witness: No, I can't speak for the other

directors. I speak merely for myself. I don't know.

It is rather difficult for me to answer.

By Mr. McFarland:

Q. You could not answer that? A. No.

Q. I believe you said that your gross sales in

1941 were approximately $30,996.19?

A. Well, we have the record there. I can verify

it hy-
Q. On that basis you still earned $24,000.00, for

both you and Mr. Morse ?

A. Well, I don't know, perhaps we took into con-

sideration previous work that had been done in form-

ing the corporation, and then we might have con-

sidered that we received no compensation for those

years of working at it, we might have taken that

into consideration.

Q. And I believe at that time the surplus of the

company, the earned surplus of the company

amounted to $38.46 ? A. At which time ? [101]

Q. On December 31, 1941, just five days before

January 5, 1942, amounted to $38.46.

A. Possibly.

Q. And the next year the company added to

earned surplus approximately $9,000.00?

A. Yes, that is true, probably. The figures are

all there.

Q. Now, I direct your attention to August 28,

1942, and I read a portion of the minutes of that

directors' meeting. It says, *' Resolved, that notwith-

standing any action heretofore taken by the board
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of directors, by resolution or otherwise, that Presi-

dent Walter J. Cunningham be paid at the rate of

$36,000.00 per year for his ser\dces and that Sec-

retary and Treasurer E. D. Morse be paid at the

rate of $36,000.00 per year for his services." You
recollect that meeting, don't you"?

A. Yes, I recall that very well.

Q. Now, your sales from January, 1942, to Au-

gust of 1942 increased from $11,000 to $170,000. That

is what the records show ? A. Yes.

Q. Did that have any bearing or not ?

A. Possibly so, yes. You are entitled to addi-

tional compensation, I believe, I mean under the

laws of the land.

Q. I am not arguing. I am just asking you and

[102] attempting to find out the facts, Mr. Cunning-

ham. I was not present at this meeting.

A. I understand you were not present, yes.

Q. I don't know what transpired in that meet-

ing.

A. Oh, yes, the minutes show what transpired.

This is your minute, isn't it? This is the record of

that meeting right in there.

Q. And that is the only considerations that were

involved, insofar as you were concerned?

A. As far as I am concerned, yes.

Mr. McFarland: If the Court please, I don't

know whether you care to have me offer now or

later these minutes. I would like to introduce as ex-

hibits in evidence three minutes, March 31, 1941,

January 5, 1942, and August 28, 1942.

The Court: I think you might as well do it at

this point, Mr. McFarland.
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Mr. Zeiitzius: May I say this: I loaned counsel

this minute book. We don't want it out of our pos-

session, except for the purpose of photostating.

The Court : Yes, you may substitute photostats.

Mr. McFarland: Yes, we will substitute photo-

stats.

Mr. Zeutzius: In other words, I don't want it to

get out, sir. [103]

Mr. McFarland: We will offer them and make

photostats and substitute the photostats.

The Witness : That is right, we don't want to lose

our minute book.

The Court: Counsel will make photostats from

the minutes that are offered and then return it to

you.

Mr. Zeutzius : Fine.

The Court: Will you identify them one by one,

Mr. McFarland?

Mr. McFarland: I offer as Respondent's Exhibit

L minutes of the special meeting of the board of

directors of petitioner held on March 31, 1941.

The Court : That will be received as Respondent 's

Exhibit L.

(The minutes referred to were marked

and received in evidence as Respondent's Ex-

hibit L.)

Mr. McFarland: And I offer as Respondent's

Exhibit M the minutes of the meeting of the board

of directors of Walts, Incorporated, held on Janu-

ary 5, 1942.

The Court : That will be received as Respondent's

Exhibit M.
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(The minutes referred to were marked

and received in evidence as Respondent's Ex-

hibit M.)

Mr. McFarland: I offer as Respondent's Exhibit

N the minutes of the meeting of the board of direc-

tors of [104] petitioner held on August 28, 1942.

The Court : That will be received as Respondent's

Exhibit N.

(The minutes referred to were marked

and received in evidence as Respondent's Ex-

hibit N.)

Mr. McFarland: And respondent at this time

asks to substitute photostats for the originals.

Mr. Zeutzius: May I ask the object of offering

these particular minutes? Because that puts the

petitioner in this position, that I must request the

Court to give consideration to practically every

statement that is contained in that, so it puts us in

the position of having to offer all the minutes.

The Court: Well, I think that inasmuch as the

question of salaries is involved that it would be

relevant to show that authorization. I don't know
what additional evidence you will put in, l^ut it

seems to me that those particular minutes would be

relevant evidence. You may inquire about that, of

course, and introduce any circumstances in connec-

tion with them and so on.

Mr. McFarland: I have no objection if the peti-

tioner so desires, to putting the whole minute book

in.

The Court: Well, the Court would not want to

wade through the whole book of the corporation.

Mr. McFarland: That is the reason I eliminated
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the rest of them, the rest of the bulky records which

have no particular bearing on the subject-matter of

the controversy.

Mr. Zeutzius: For instance, the minutes of Au-

gust 14 have not been offered. They include a resolu-

tion authorizing the pajrment of directors' fees.

The Court : Well, you can put them in.

Mr. McFarland : Surely, he can put them in.

Mr. Zeutzius: I might make my offer, if the

Court please.

The Court: Yes, unless you want to offer them

later on.

Mr. Zeutzius: Very well.

By Mr. McFarland:

Q. Now, Mr. Cunningham, have you ever heard

of the Emergency Price Act of 1942 ? A. Yes.

Q. Do you recall when that became effective ?

A. No, I don't.

Q. What did that Price Act bear upon?

A. I don't know, you will have to give me that.

Mr. Zeutzius: I submit

—

The Witness : AYe are going into something here

now that you— [106]

The Court: If you don't know% you just say you
don't know and that is all there is to it.

Mr. Zeutzius : I submit the question is one which

should be asked of an attorney.

The Court: Well, he said he didn't know.

Mr. McFarland: He has answered he doesn't

know. May I have just a minute, if the Court please,

to go over my notes? I believe that is all of this

witness.
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Mr. Zeutzius: First of all, the petitioner offers

the minutes of August 14, 1942.

The Court: The petitioner offers in evidence the

minutes of August 14, 1942. It will be received as

Petitioner's Exhibit No. 11, and permission is

granted to substitute a photostat copy.

(The minutes referred to were marked and

received in evidence as Petitioner's Exhibit

No. 11.)

Mr. Zeutzius : During the lunch hour I shall try

to go through and see if there are other exhibits.

The Court : You may.

Redirect Examination

By Mr. Zeutzius:

Q. Mr. Cunningham, did you ever use your auto-

mobile in the company's business?

A. Yes, on all occasions.

Q. Did you ahvays receive reimbursement? [107]

A. No.

Q. On that cross-examination you were asked

concerning Avhether you ever put any money into

the company for which you were not reimbursed or

in substance to that effect. A. Yes, well

—

Q. Is that a correct answer, that you did not ?

Mr. McFarland: Let's not ask him to answer, if

the Court please. He could not answer. I don't know

what the exact wording of the answer was, and I

submit at tliis point it is not a proper question. I

object to it.

The Court: Well, I mil overrule the objection.

By Mr. Zeutzius

:

Q. Do you recall—did you mean by your answer

—Just what did you mean by your answer ?
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A. Well, I don't know. I did spend sums of

money from time to time which I never kept a

record of, for the helping of the corporation, yes,

l)ut I never kept records of it. I mean, I could not

verify it in any way, shape or form, if that is the

answer you want. I don't know those dates. I can't

tell you of it. I mean a person does everything he

possibly can to get going, he doesn't think so much,

of those things.

Q. You were asked concerning your knowledge

of the foundry business on cross-examination. When
the petitioner started, did you employ experts in

the foundry business? [108] A. I did not.

Q. Were experts, were skilled workmen of any

sort employed?

A. They were not availal^le. They had to be

trained. Each man had to be trained separately for

his job.

Q. What are some of the workers' jobs which

require skill in connection with the foundry business

that was operated during 1942 by petitioner?

A. Well, grinders, for instance, is an item for

which the men had to be trained separately for it.

We have what we call a casting line. On a casting you

have to grind your casting completely on a toler-

ance. The aircraft companies will not use it if there

is not enough so-called meat on it to machine off, but

each casting had a different line, there wasn't one

casting that looked alike, they were all different,

so far as sizes, some have curves in, others don't

have curves in.

Q. What were some of the others in addition to

the individuals you have mentioned?
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A. Grinders ?

Q. Grinders.

A. All right, we have molders. Holders were

available out of the iron industry. I don't think on

this whole Pacific Coast there were 50 men who were

experienced molders in the aluminum work. We had

to ])ring molders in from the [109] iron shops.

Q. Were they trained?

A. They were trained in certain respects to make

a mold, yes, with your risers and gates which are

similar to the ordinary type of iron mold, but we

had to do a good many experiments with those to

find out just where your gate should be, you had to

know your metal, and we had to coach them and train

them in the business, in that field.

Q. Did anyone in the petitioner's plant train

all these workmen to perform their jobs?

A. Well, we worked together. I mean, they prob-

ably assisted one another and got trained along with

what they taught. I can't explain it any different.

Q. A¥ere there persons known as core makers?

A. Oh, yes.

Q. Who trained them?

A. Well, core makers were in a little different

category. There were ones that you could train and

there were core makers that had been in that line

of industry only with iron. Core makers were plenti-

ful. It is not as difficult a job as a molder. There is

nothing difficult about it.

Q. Take your patterns.

A. Pattern equipment had to be made and pro-

duced and gates put on properly so that your cast-

ings would result properly. We had to get a great
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deal of information in [110] connection with that.

Q. Who took charge of that? A. I did.

Q. How many employees did yon have dnring

1942, ronghly ^

A. Oh, I wonld say roughly 55 to 65, off and on.

There were generally 10 to 15 per cent changing-

around. They came in one day and they quit the

next.

Mr. Zeutzius: On direct examination I asked

him to detail some of the different duties he per-

formed. I forgot to ask him what the company would

have had to pay for a job in there called metallurgist.

I would like to revert back now to direct examina-

tion for just a couple of questions.

The Witness: Let's put it this way, that we had

very few salaried people working for the company,

and most of them took care of a number of duties

in the early days. Let's say we take the job of a

shipping clerk, at $1.15 to $1.20 an hour and that

required certain duties, and in those days I handled

that at all times and spent from two to four hours

a day, because we had to make that shipping division

of the corporation's business work, and we not only

had to get out the castings but they had to be shipped

and sent to the different companies. I did every-

thing to secure and hold business. The airplane com-

panies insisted that each [111] lot of metal poured

be handled separately and a sample made for testing

and the castings would have to correspond to the

sample, and we had to keep track of the heat in

the furnace that was carried through, had to report

to the aircraft companies any differences in the

process, and everything had to correspond.
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Q. Who performed those duties in the shop along

in 1942? A. I did most of them.

Q. You stated, I believe, on direct that you did

metallurgy as well?

A. I had some very fine books on metallurgy that

I obtained, and these men came around to check up,

I gathered all the knowledge that I could from

studying and asking questions of the men. Of course,

naturally, that I did on my own.

Q. When did you do this studying ?

A. Right at the early period, shortly after we

received the licensing agreement.

Q. Did petitioner employ a metallurgist?

A. No, we did not.

Q. What would petitioner have had to pay a met-

allurgist for the duties that you performed in 1942 ?

A. Well, let's take the Aluminum Company, for

instance, who were so notorious for low pay. They

paid one [112] man about $55.00 a Aveek, Lee Payne.

He is available, we can call him and I think Lee

Payne will tell you that is about what he is making

now. He has been with the company about 15 years

at least. It is very low pay there.

Q. Who occujoied the position of invoice clerk?

A. AVell, sir, I did temporarily at the start, but

it was rather a difficult thing, because everyone

around there worked in on those things, and I was

practically the only one at the start of the business

who understood the handling of all that detail.

Mr. Zeutzius: I am not sure that I recall the

exact state of the record with respect to the amount

of taxes Mr. Cunningham paid for 1942. 1 don't know
whether the record shows what the amount was, or

whether it was ruled out. Do you recall?
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The Court : You stated that if the testimony was

admitted, it would show that on his individual in-

come tax return he returned these amounts for the

taxable year on his income tax return. I sustained

the objection, as I did not consider that as relevant,

and you excepted to it.

Mr. Zeutzius: May I in addition to taking an

excej)tion make an offer of proof?

The Court : You may if you want to.

Mr. Zeutzius: That proof would show that Mr.

Cunningham and his wife filed separate returns on

an [113] individual property basis, that a total com-

pensation was reported of salary of $28,000.00 and

the directors' fees and an auto allowance, which ag-

gregated $29,015.00, $29,615.50.

The Court : Gross income.

Mr. Zeutzius: Gross income, yes. The director's

fee was also set at $500.00, so that the gross income

would be $29,015.50, and that total taxes were paid

thereon of $3,866.88.

The Court: Very well, it will be noted in the

record that petitioner offers these amounts paid by

Mr. and Mrs. Cunningham, which you object to.

Mr. McFarland: I object, if the Court please.

The Court: And the Court sustains that objec-

tion because the Court considers that not relevant

and not material, to which the petitioner excepts.

Mr. Zeutzius: Thank you, your Honor.

The Court: Well, have you about concluded?

Mr. Zeutzius: Just about one more matter.

By Mr. Zeutzius

:

Q. With respect to the amounts which are re-

ferred to in the two resolutions fixing the salaries of
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yourself and Mr. Morse, was it your opinion at the

time of the passage of those resolutions that the

amounts fixed were fair and reasonable for the serv-

ices performed by either of you during 1942? [114]

Mr. McFarland: I object, if the Court please, to

that question.

The Court: I will overrule the objection.

The Witness : We did not consider those salaries

any too high, in view of what we had done in past

times, and everything else, we did not consider the

salaries as set too high a figure. We thought that

was a normal procedure.

By Mr. Zeutzius:

Q. Did you consider them fair and reasonable %

A. Fair and reasonable.

Mr. McFarland: Object to leading questions, if

the Court please.

Mr. Zeutzius: That was a direct question and

trying to get a direct answer.

The Court: I think that, of course, in the final

analysis is what the Court has to decide, but I have

always ruled in these cases where salaries were fixed

that they have a right to give their opinion as to

whether they were reasonable or not, and he has

given his opinion.

By Mr. Zeutzius:

Q. Can you recall whether the other directors by

their discussions at the two meetings at which the

salaries were fixed during 1942 stated, or in sub-

stance stated, whether or not they considered the

salaries as fixed as fair and reasonable? [115]

A. We did, yes, in view of the fact of all the

hard work that we had done during the past, and
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of course if they had not considered them fair and

reasonable compensation they would not have voted

for them.

Q. Did you or did you not intend at the time of

the passing of those resolutions to cause the salaries

ordered and authorized to be in the nature of a with-

drawal of profits in lieu of dividends declared?

Mr. McFarland: That question I object to, if

the Court please, on the ground it is clearly leading,

and secondly, it is another element of fact that the

Court is called upon to decide.

The Court: I think a better question would be,

if the one part of his objection is sustained, which

is that it is a leading question, I think a better

question would be, did the directors have any other

purpose in mind when they directed that these sal-

aries be paid than to pay compensation for the

services.

Mr. Zeutzius: I would like to adopt the Court's

question. Will you answer that question? Do you
understand the question ?

The Witness: Well, no, I don't quite get it,

frankly. There is no such question. I don't know what
you're driving at, I mean the question was so com-

plicated. I mean, I am a layman, I am not an attor-

ney. [116]

The Court: Well, let me put the question. The
point is simply this: The Commissioner's contention

is that the salaries were made higher in order that

a dividend distribtuion he made to the corporation,

in reduction of the dividend distributed. Now, the

question is, when you authorized these two salaries,

as I understand of $28,000.00 to you and $28,000.00



178 Walts, Inc., vs.

(Testimony of W. J. Cunningham.)

to Mr. Morse and then in August you authorized

$36,000.00 to you and $36,000.00 to Mr. Morse, when

you authorized them, did you have in mind anything

else except the authorizing of compensation?

The Witness: No, I don't think so.

Mr. McFarland : That answers it.

The Court : We will recess now until 2 :00 o'clock.

(Whereupon, at 12 :45 p.m., a recess was taken

until 2 :00 p.m. of the same day.) [117] i

Afternoon Session—2:00 p.m.

The Court : You may proceed.

Mr. Zeutzius: May it please the Court, I have

tw^o witnesses who are rather busy individuals, and

with the Court's permission and counsel's permis-

sion, I would like to put them on out of order at

this time.

Mr. McFarland: No objection. I have just a few

questions of Mr. Cunningham. If counsel cares to

take them out of order—is that what you wanted

to do?

Mr. Zeutzius: Yes.

Mr. McFarland: I have no objection.

Mr. Zeutzius: Will you call Mr. White? Mr.

White, will you take the stand ?

ERNEST S. WHITE,
called as a witness for and on behalf of the peti-

tioner, having been first duly sworn, was examined

and testified as follows:

Direct Examination

By Mr. Zeutzius:

Q. Your name is Ernest S. White?

A. Right.
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Q. Will you state your age ? A. 43.

Mr. McFarland : If the Court please, Mr. White

was in the court room this morning, and I move

that he be [118] disqualified on the groimd of the

prior motion excluding the witnesses from the court

room.

By Mr. Zeutzius:

Q. Were you in the court room this morning, Mr.

White? A. Yes, I was.

Q. For how long?

A. Oh, I would say for about possibly 40 min-

utes.

Q. A little before noon adjournment ?

A. Yes.

Mr. Zeutzius: I didn't know the witness was in

the court room, but of course there is that ruling,

though, your Honor, and

—

The Court: What is the purpose? What do you

except him to testify to?

Mr. Zeutzius : Just to show that he is a foundry

man and is familiar with what is paid for certain

jobs during the period in question, some of the types

of jobs that were performed by Mr. Cunningham.

However, I submit the matter to your Honor for

your Honor's ruling. I didn't know the witness was

in the room, and had no reason

—

The Court : He is not going to testify to any point

of information about the petitioner's business, is he?

Mr. Zeutzius : Well, he was familar with the

petitioner's business at the time. He represented

others [119] who dealt with the petitioner, had deal-

ings with the petitioner.
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The Court: Well, inasmuch as we have the rule,

I am afraid we will have to sustain the objection.

Mr. Zeutzius: Well, I make an offer of proof,

that by this witness we would expect to show that a

production man, we understand, in another foundry

here in town during approximately the same period

as is involved got a thousand dollars a month for

merely handling the production work, and in another

instance a man w^as paid $1,500.00 a month by the

same concern for just the superintendent of the

foundry part of the plant, sort of a foreman, and

another individual was paid as a salesman for the

same company $8,000.00 a month, less expenses, just

for selling. We would expect to show that another in-

dividual who was just the office manager received in

a plant of comparable size $24,000.00 a year at about

the time in question; another man in a competitive

institution as a foundry superintendent received

$18,500 a year as a part owner, and he was just the

foundry superintendent, and we would also show that

this witness received up to ten per cent on net sales

as his compensation during the last several years

in the foundry business on sales made by him. We
would show that he is familiar with the foundry lousi-

ness, and he acted as a salesman or on the production

sales end; that in the trade it was common to pay,

[120] among other things, five per cent of gross sales

made by a man. We think that that evidence would

especially tend to justify in its entirety what oc-

curred in the evidence so far in behalf of the peti-

tioner in connection with the resolutions for the

salaries authorized and actually paid to Mr. Cun-
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nindiam and Mr. Morse. I think that concludes the

offer.

The Court : How long were you in the court room

this morning?

The Witness : Oh, possibly 40 minutes.

The Court: What time did you come in?

The Witness: About around 10:00 o'clock.

The Court : Then you went out again ?

The Witness: Well, maybe I was wrong there,

on the time. I went out during recess, whatever time

that was.

The Court : Well, I think in view of the fact that

most of the testimony you seek to offer was with

respect to comparable salaries in other concerns,

that I probably will be willing to waive the fact that

this witness was in the court room and let him

testify.

Mr. McFarland : May an exception be noted ?

Mr. Zeutzius : What is your occupation ?

The Court : Pardon me. Be sure to watch out now
that any witness you want to use is not in the court

room, because we don't want this occasion to arise.

Mr. Zeutzius : Will the Court ask if there is any

[121] witness for Walts, Inc., in the court room?
Anybody here subpoenaed as a witness in the Walts,

Inc., case now on trial?

The Court: Apparently not. Now you may pro-

ceed.

By Mr. Zeutzius:

Q. What is your occupation ?

A. Foundry owner, foundry man.

Q. For how long have you been in the foundry

business? A. Well, close to 20 years.
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Q. At the present time what is your connection

with the foundry business ?

A. I am the owner.

Q. Of what? A. E. S. White Company.

Q. That is a sole proprietorship ?

A. That is right.

Q. Now, during the period in question, which is

roughly 1940, 1941, 1942, during your war years all

through 1942, by whom were you employed?

A. By the Aluminum Company of America.

Q. And did there come a time—in what capacity ?
|

A. Production manager.

Q. Were there many production managers in that

concern? [122] A. No.

Q. What were your duties as production man-

ager ?

A. Well, I had approximately 50 employees un-

der my direct supervision, and it was our job to

take in the purchase orders, send them out through-

out the plant, expediting and priorities and so on I

and so forth, make deliveries, see that they got

proper priorities from the various government

agencies and so on and so forth.

Q. What salary did you receive for that posi-

tion?

A. At that time I was drawing around 350 a

month.

Q. Was that raised? A. How?
Q. AVas that increased at any time ?

A. No, because I left there soon thereafter.

Q. Why did you leave?

A. Well, because I heard that these different
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23lants around town that you heard about were be-

ginning to pay some big money, so I went out after

it myself. As a matter of fact, I started Valves, In-

corporated, at that time.

Q. You were originally with Valves, Incorpor-

ated ?

A. Valves, Incorporated, which is now the Alum-

inum Casting Company.

Q. And how many stockholders were there?

A. There were six of us.

Q. Were all six of you active? [123]

A. Yes.

Q. And what salaries were paid to the six indi-

viduals ?

A. AYell, we set our salaries at the time at 10,000.

Q. For each of the six? A. That is right.

Q. And what were the duties of each of the six,

very briefly?

A. AYell, we each had a particular job to do in

the plant, and I was to handle all the outside con-

tacts, like sales, and one of the members was the

office manager and accountant, and another was the

plant superintendant, then there was the foundry

foreman, the core room foreman and the trimming

department foreman, totalling six.

Q. Each of them, his salary was fixed at $10,-

000.00? A. That is right.

Q. Now, did there come a time when you were

no longer with the Valves—what was that?

A. Valves Castings, Incorporated.

Q. Valves Castings, Incorporated?

A. Yes, sir.
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Q. Did there come a time when you were noi

longer connected with them

?

A. That is right.]

Q. When was that?

A. The latter part of 1943. [124]

Q. Then where did you go?

A. Well, I took a vacation for myself. I had a'

nervous breakdown.

Q. Occasioned by what?

A. To overwork and worry and so on and so;

forth.

Q. Where did you go after you recuperated ?

A. I sAvore I would never go back to the foundry

'

business again, and I went into the furniture busi-i

ness and worked for Harry Gladstone out on Wil-,

shire Boulevard.

Q. AVhen did you next go l^ack in the foundry

lousiness ?

A. Then this Valves, Incorporated, had some

trouble about their priority and going broke and so

on and so forth, so they contacted me and wanted}

to know if I wanted to go back in it, so in February

of last year I went liack into the foundry lousiness,

again.

Q. With what company?

A. With the Aluminum Casting Company, which!

was i)rior to that time Valves and Castings, Incor-j

porated.

Q. Is that a corporation?

A. No, it is a company now.

Q. Now, in connection with your work at Alcoa,

did that occur during 1942 and that period?

A. I don't get that.
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Q. Your employment with the Almninum Com-

I^any of America, was that during the year 1942?

A. Yes, and. prior to that for 11 years.

Q. Did you at that time l^ecome acquainted with

Mr. Cunningham of the petitioner corporation?

A. Right.

Q. Walts, Inc.? A. Yes.

Q. What was the occasion of your becoming ac-

quainted with Mr. Cunningham?

A. Well, through engineering purposes and foun-

dry practice in general. He wanted some ad^dce, and

I had met him through a mutual friend, so I would

go over there once in a while and give him a hand

to help him get some of these jobs through and so

on and so forth.

Q. Was that in your capacity with the Aluminum
Company ? A. No.

Q. Now, during that time had you occasion to

contact other foundries engaged in aluminum cast-

ing work, in 1942 and thereafter?

A. Well, yes and—yes.

Q. Did you learn what were the salaries and com-

pensations paid for such jobs as superintendent of

the foundry part of a plant? A. Yes.

Q. In this area? [126]

Mr. McFarland: If the Court please, I object to

this line of questioning, because this witness is not

testifying from comparative companies. We have no

3^ardstick by which to compare whatever salary pre-

sumably he is going to testify to for this particular

job. I don't think it would serve any useful purpose.

The Court : I think that if you wish to prove th(^
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salaries that any other corporation pays you would

have to show that the business was comparable to

this one and that the duties of the position were at

least in some respects comparable. Now, you have

interrogated this witness about different compensa-

tions that he has received in different capacities, and

for him to testify as to compensation paid others,

why, I think it would only he useful if it be shown

that the lousinesses were at least in some reasonable

degree comparable.

By Mr. Zeutzius

:

Q. Do you know something of the size of the

business of the petitioner during 1942?

A. Yes.

Q. How did you acquire the knowledge ?

A. Well, I used to go in there once in a while

and I saw the increase in plant capacity and I

thought at the time, I still think right now, it was

a pretty fair-sized concern. [127]

Q. Now, you are referring to 1942, about ?

A. That is right.

Q. Do you know of any other plant around town

about that time that was of similar size?

A. Well, in 1942 there were about two others of

about the same size.

Q. What were they?

A. The R. H. Oslorink Manufacturing Company

and Aliuninum Alloys.

Q. Do 3^ou know what positions, who occupied

positions there which were comparable, which in-

volved duties comparable to those performed by

either of the two officers, Elmer D. Morse or Mr.

Walter J. Cumiingham ?

(
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A. I didn't know them all personally, as a matter

of fact, I can't recall their names, but I do know

that there was two in the Osbrink foundry, and there

were two also in the Aluminum Castings Company,

and I just recall that at that time Socal began to

form at that time, Socal Foundry, and they had any

number of men doing the same jobs. They had sales-

men, they had production managers, foremen, and

superintendents, and everything, and that is one

company that grew like leaps and bounds. They

really went to town.

Q. Do you know what salaries they paid with

respect to the production manager they had ?

A. Yes. [128]

Mr. McFarland: My objection to this question is,

if the Court please, I do not believe the witness has

qualified himself to give the facts of his own knowl-

edge, that he knew what they paid. I have no objec-

tion to that if he can state the source of his knowl-

edge, ])ut from what he has testified so far it is

obvious

—

The Court : You may inquire and test him out on

that, Mr. McFarland, what his source of knowledge

is.

Mr. McFarland : May I do so right now^ ?

The Court: Yes.

Mr. Zeutzius : Yes, you may do so.

Mr. McFarland: Mr. White, haA-e you ever had
occasion to examine the books of any of those com-

panies ?

The Witness: No.
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Mr. McFarland: You don't know the gross sales

that they would show on their JDooks for a year ?

The Witness : No.

Mr. McFarland: You don't know the number of

employees that any of them had during the course

of 1942, for instance?

The Witness: No.

Mr. McFarland : You had occasion, I believe you

testified on direct examination, to observe, let me say

the area that the plant used in its physical building,

is that correct? [129]

The Witness: Yes.

Mr. McFarland: Is that the basis of your com-

l^arison ?

The Witness: That is right.

Mr. McFarland: But you know nothing of the

financial records or the production performances of

any of those companies'?

The Witness: No, sir.

Mr. McFarland : And you have not examined the

books and you don't know what the salaries paid

various individuals in any of those companies w^ere ?

The Witness : That is right.

Mr. McFarland: I object to the question at this

time.

Mr. Zeutzius : Well, may I suggest this : My un-

derstanding was, of course, that the witness in going

about the trade, I understood he—probably I didn't

ask all the questions that I should have, but I think

that in going about the trade, I got the impression

from the mtness that he had gained very definite

knowledge as to what various employees were paid.
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Mr. McFarland : I object to this now, if the Court

please. I believe the witness should testify. We have

not sworn Mr. Zeutzius.

Mr. Zeutzius: Here is what I would like to do,

[130] I would like to suggest in view of counsel's

objection that I am satisfied to have the entire testi-

mony of the witness go out.

Mr. McFarland: No, I will not agree to that, if

the Court please.

The Court: I sustain the objection which is now

])eing made to his testimony about the salary and

w^ages paid these other concerns that he is about

to testify to because I think his source of informa-

tion would not be sufficient.

Mr. Zeutzius: Then let me ask this question

—

I have nothing further in view of your Honor's rul-

ing.

By Mr. Zeutzius:

Q. Is the salary you received, do you know
whether the salary you received at Alcoa, to which

you testified, was that symbolic or typical of what

was paid in the industry generally out there?

Mr. McFarland: I object.

Mr. Zeutzius : That is all I am asking him, if he

knows.

Mr. McFarland: I object to the question.

The Court: I will overrule that objection.

The Witness: Well, I can state my own case.

May I speak freely ? At the time that I was produc-

tion manager with Alcoa most of those foundries

had growing pains, and they were paying a big

amount for superintendents and so on [131] and
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so forth, and I was offered by three companies at

least a thousand dollars a month to take charge of

production and scheduling. I turned the three of

them down because I thought they were just war

])abies and they were not going to last. Then also

I was working for Alcoa, a corporation, at that time.

I also had no thought of leaving them to go into

business for myself, and I figured we would have a

job there for the rest of our lives. The only gripe

was that they paid too low, ])ut they pay you month

in and month out for the rest of your lives, and as

a matter of fact they have a retirement plan. That

is why I stayed there although I was offered a good

many times what I was getting at the Alcoa plant.

Mr. Zeutzius: No further questions.

The Court: Mr. McFarland?

Cross-Examination

By Mr. McFarland:

Q. How many years were you with Alcoa, Mr.

White? A. About 11 years.

Q. During that time you were foundry man mth
them, what was your official title ?

A. I started there shoveling sand in the foundry

and I worked myself up to production manager of

the sand and permanent molds plant.

Q. In other words, you gained a personal intimate

[132] knowledge of the workings of the foundry?

A. I worked all the way through every depart-

ment of the foundry, yes, many of them.

Q. And you had unique knowledge that everyone

doesn't have, is that right? A. That is right.

Q. You stayed there for how long?
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A. I worked for Alcoa for around 11 years.

Q. Then you went out and you went to a com-

pany called Valves Castings, Incorporated?

A. That is right.

Q. And you say you set yourselves up—by the

way, was this a partnership of six men ?

A. No, it was a corporation with six men in it.

Q. Did you each own one-sixth of the stock ?

A. Yes, it was a closed corporation.

Q. How much stock did each one of you own?

A. We owned 40 shares of stock.

Q. How much did you six put in to get your

start ?

Q. Well, we started with $10.00 a share, $400.00.

Q. $10.00 a share, and each put in 46 shares ?

A. No, 40 shares.

Q. You set yourselves up on the books, I believe

you said, at $10,000.00? A. Yes. [133]

Q. Did you draw $10,000.00? A. No.

Q. How much at any time did you draw a year?

A. We set that salary up, we had been going, we
had been in operation for about maybe six or seven

months, and we set that salary of $10,000.00 a year,

but I left there just about three or four months

after that salary was set.

Q. When did you organize this corporation?

A. In the latter part of 1942.
i

Q. The latter part of 1942? A. Right. '

Q. AVhen did you leave the corporation?

A. The latter part of 1943.

Q. What rate of compensation did you draw or

what did you take out of the company ?
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A. Well, we were not taking much out at that

time. We were taking out a hundred dollars a week

salary and expenses, at least I was, and the rest were

mthdrawing about a hundred dollars a week also,

l)ut most of the profits we made we put right back

in the business for additional equipment, which we

Avere sorely needing.

Q. About how much equipment? Up to the time

you left Valves Castings, what was the amount of

capital expenditure for equipment?

A. That would be hard to say. [134]

Q. You wouldn 't know offhand ?

A. No, I wouldn't know, but I could say roughly

maybe 20 to 25 thousand dollars. Then, in addition

—

Q. What was the business of Valve Castings?

Did you make castings for airplanes and aircraft

parts ?

A. Yes, I think we worked 100 per cent on air-

craft parts.

Q. When did the aircraft industry begin to ex-

pand greatly?

A. Well, it started to expand, I would say, three

months before the war started, three or four months

]:)efore the war started. You see, prior to that time

Douglas was one of the biggest companies here in

Los Angeles, as a matter of fact on the West Coast,

outside of Boeing up there in Seattle. Northrup was

still in operation, had a small, little plant, and North

American was just beginning to start out, Lockheed

w^as in operation too, but that was a small plant. As

soon as the war started, everybody began to go leaps

and bounds.
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Q. This $10,000.00 figure that you set up was

just more or less of a mark to shoot at during the

period you were with Valves, isn't that right?

A. Well, it was a mark to shoot at, yes, but we

knew that we were going to make that also.

Q. You didn 't know when, but you knew you were

going [135] to make it?

A. Oh, yes, definitely.

Q. Then you got out of the foundry business; I

believe you testified you got back in in February,

1945? A. Yes.

Q. And you are now with the Aliuninum Cast-

ings Company?
A. No, I am the owner of the E. S. White Com-

pany foundry.

Q. That is a sole proprietorship?

A. That is right.

Q. You are the sole owner of it?

A. That is right.

Mr. McFarland: I believe that is all.

Redirect Examination

By Mr. Zeutzius:

Q. I forgot to ask, Mr. White, have you ever

worked on the commission basis in the sale of these

aluminum products and in the sale of foundry prod-

ucts for aircraft? A. Yes.

Mr. McFarland: I object. That is not proper

redirect examination.

The Court: I will overrule the objection.

By Mr. Zeutzius:

Q. When were you so employed on that basis?

A. Well, when I went back to the Aluminum
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Castings Company, I went back there the early part

of last year and on a salary and commission basis.

Mr. McFarland: I ask that this testimony be

stricken. It obviously relates to the year 1945, and

on the same basis of your Honor's ruling on the

year 1943 I ask that this be stricken.

The Court : I think so. I think that would be too

long after the taxable year to be of any material

value.

Mr. Zeutzius : Well, I would like to ask the wit-

ness whether the compensation

—

Mr. McFarland: I don't believe the questions

should be leading, either.

The Court: No, be careful, do not lead the wit-

ness.

By Mr. Zeutzius:

Q. Was there any change in compensation rates

between 1942 and 1945, any substantial change ?

Mr. McFarland: I object, if the Court please, to

that question as too general, so general that it has no

merit.

The Court: I sustain that objection. If this wit-

ness testified as to what commissions were paid in

1942 or thereabouts on sales, I think it might be

of some value, if you want to ask him. [137]

By Mr. Zeutzius:

Q. Do you have any knowledge of what was paid

to foundry salesmen engaged in a business similar

to that of the petitioner at aliout 1942, where the

salesmen operated on a commission basis?

A. Well—
Q. Do you have any such knowledge?
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A. Well, I have no true knowledge, no, but I

heard, I learned

—

Q. At that time?

A. At that time, that

—

Mr. McFarland : Well, in view of his first answer,

if the Court please, I don^t believe the last half of

his answer is relevant or that he is capable of ex-

pressing an opinion on it.

Mr. Zeutzius : I submit that in the trade he would

go in and around and hear and learn what is going

on. It is hearsay in a sense.

The Court: Well, he may answer. If he had any

general information al^out it, he may give the Court

what information he had.

The Witness : Well, I was going to say that dur-

ing that time when I began getting sick I tried to

get a man to take my place on the outside, a man
that knew the foundry business and also had the

capabilities of being able to work [138] with these

purchasing agents. I tried and tried and everyone

that I got in there wanted a ten per cent commission

plus $100.00 a week guarantee.

Mr. McFarland : That was in 1942 when you be-

gan to take sick, isn't that right?

The Witness: Yes.

Mr. McFarland: I ask that that be stricken, if

the Court please.

The Court: Well, I do not regard the testimony

as of much importance, but I will not strike it.

Mr. Zeutzius: Is it stricken?
'^

Mr. McFarland: No. *"
]
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By Mr. Zeutzius:

Q. Ten per cent of what figure, do you mean?

A. Well, some of them wanted five or ten per

cent of the gross, some of them wanted five or ten

per cent of the net sales.

Q. In arriving at net sales, do you know what

came off?

A. Well, that is all overhead and rejections and

all expenses. As a matter of fact, five or ten percent

of net sales would mean five or ten per cent of net

profit.

Q. From the sales? A. From the sales.

Q. From the business. [139]

A. From sales.

Mr. Zeutzius: No further questions.

Recross-Examination

By Mr. McFarland

:

Q. That is from five to ten per cent of the in-

dividual salesman's particular sales?

A. Yes.

Q. In other words, if you were the individual

salesman, if your net sales for the year were $30,-

000.00, ten per cent would be $3,000.00, is that right?

A. That is right.

Q. A¥ould that be what he would want?

A. That is right.

Q. And this information just now relates to 1943,

is that right?

A. Well, no, because you see I have been in this

business for a good many years prior to that. This

includes 1941, 1942 and 1943, up until last year as

a matter of fact.

Q. And it is the same all through?
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A. That is right. \

Mr. McFarland: I believe that is all.
\

Redirect Examination

By Mr. Zeutzius

:

Q. One question, as the result of counsel's ques-

tion. Do you know what would be normal for the

total sales of the [140] average salesman? Would
it be as high as $30,000.00?

Mr. McFarland: I object, if the Court please.

The Court: Yes, I sustain that objection.

By Mr. Zeutzius

:

Q. Would $30,000.00 represent a fair estimate of

total sales during a year for a salesman?

Mr. McFarland: That is again objected to.

The Court: I hadn't understood the last question

that you put as being anything more than the other

question.

Mr. Zeutzius: No further questions. That is all.

Mr. McFarland: That is all.

(Witness excused.)

Mr. Zeutzius: Now, there is one further witness

in a similar situation who I think will be much
shorter, if I may call him. Mr. Temple. Mr. Temple,

will you take the stand ?

Mr. McFarland : If the Court please, I make the

same objection to this witness' testimony. I believe

he was likewise in the court room for some time.

The same objection that I made to the prior witness'

testimony I now make to this witness' testimony.

The Court: What do you expect to prove by tlr's

witness ?
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a salesman, I think it is, about the year 1942 or

thereabouts. [141]

The Court: Well, I will receive the testimony.

Whereupon,

HUBERT A. TEMPLE,
called as a witness for and on behalf of the peti-

tioner, having been first duly sworn, was examined

and testified as follows:

Direct Examination

By Mr. Zeutzius:

Q. Your name is Huee Temple *?

A. Hubert A. Temple.

Q. What is your age, Mr. Temple?

A. 24.

Q. What is your occupation at the present time?

A. Salesman.

Q. Of what?

A. Foundry products, castings, etcetera.

Q. Aluminum castings?

A. Aluminum and magnesium.

Q. Those sales are made chiefly to what type of

customers ?

A. Well, they are any manufacturing facilities

that would use aluminum.

Q. What was your occupation in 1941 and 1942 ?

A. In 1941 I was a buyer at North American.

In 1942 I was a salesman for a magnesium foundry.

Q. When you say North American you mean

the North American Aircraft Company here near

Los Angles? A. Yes, sir.

*
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Q. You were a buyer, did you say?

A. That is right. I was buying castings and pat-

terns and merchandise of every nature.

Q. During that time did you do business with

Aluminum Alloys and Alcoa and the Socal and the

major foundries? A. Yes.

Q. During 1942 did you do business on behalf

of North American with the petitioner, AYalts, Inc.,

known as Dural Alloys? A. That is right.

Q. Did you have occasion to meet Mr. Cunning-

ham at that time?

A. I knew Mr. Cumiingham and most of the

men who worked for him, I would say all of then»

P Q. Had you ever been in their plant?

A. Yes, sir, that was part of my job, to inspect

the facilities to see that they were capable of turri-

ing out aircraft parts, especially under the Army
inspection system.

Q. What was the situation with respect to com-

petition for the furnishing of parts by the various

foundries to your company?

A. In the aluminum business there was a great

deal of [143] competition. We had salesmen calling

on us every day trying to sell us aluminum castings.

Q. Did you give all of them orders?

A. It was impossible to give all of them orders,

because aircraft castings are a special industry,

where you have to be able to make a casting to with-

stand the stresses of an airplane in flight.

Q. Did you find orders were actually placed with

Walts, Inc., or Dural Alloys? A. Yes, sir.
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Q. Did you have occasion to determine the qual-

ity of the aluminum products that were furnished

according to those orders?

A. No, I inspected the facilities, their machines,

heat-treatment machines, everything that they had

in the foundry. I didn't have to inspect the product.

That goes to our inspection department where they

conduct tests and learn their physical and chemical

requirements.

Q. So you never inspected the products?

A. No, sir, only the equipment. That was done

by the inspection department.

Q. Were those products satisfactory as far as

Walts, Inc., was concerned? A. Yes, sir.

Q. Do you know anything concerning Mr. Cun-

ningham's [144] abilities in connection with the

production of those parts?

Mr. McFarland: I object to that. The witness

might tell what he knows about Mr. Cunningham's

activities in the production. I think it is clearly in-

admissible and incompetent now.

By Mr. Zeutzius:

Q. Do you know anything concerning Mr. Cun-

ningham's activities in connection with the produc-

tion of these parts which you purchased for North

American ?

A. Well, we had all of our dealings with Mr.

Cunningham. He was the one that we placed the

orders with and it was his responsibility to deliver

them to North American, and I imderstood that

they were delivering castings according to their

promise.
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Q. Who was the salesman^

J A. All of our contacts were with Mr. Cunning-

H ham, if that is what you are getting at, in the re-

spect of giving him orders, and when we wanted any

information we called him, if we wanted informa-

tion on deliveries we called him, and if we wanted

information about a casting, whether a casting

should be redesigned, we would call Mr. Cunning-

ham and talk over the alloys.

Q. You changed your position from a buyer into

a salesman?

A. Salesman, that is right. [145]

Q. When did that occur?

A. In June of 1942.

Q. For whom did you act as a salesman there-

after?

A. The Los Angeles Magnesium Casting Com-

pany.

Q. Do you know whether it is comparable in

size to the petitioner? A. Yes.

Q. You think they are about the same size?

A. That is right, yes.

Q. What salary did you receive from Los An-

geles Magnesium Casting Comx^any, in June, 1942,

or shortly thereafter?

A. My contract was to get three i^er cent of the

gross sales.

Q. Your gross sales ?

A. That is right, which were all of the sales.

Q. You were the only salesman?

A. That is right.

I
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Mr. Zeutzius: Here is a man knows very well

what they were paid.

Mr. McFarland: That is probably on a hearsay

foundation as most, and he has testified he doesn't

know how much salaries were.

Mr. Zeutzius: Well, counsel, I submit that

—

well, never mind.

By Mr. Zeutzius:

Q. What basis do you have for your statement

that they were considerably higher than yours?

A. Well, I have never seen a salesman yet who

made more than the owners of the business. It is

just a definite feeling in knowing certain things,

they don't usually pay somebody three times their

own salary, not when they have the risk of support-

ing the business. That is only common business

sense.

Mr. Zeutzius: No further questions of this wit-

ness.

Cross-Examination

By Mr. McFarland:

Q. You say you have never seen a salesman yet

who made more than the owner of a business '?

A. No, sir. [149]

Q. What investigation into that particular ques-

tion have you made independently, on your own?

A. Being a buyer at North American, I talked

to a great deal of them. I like people and find out

as much as I can about people, and it just has

been my observation that a salesman is not paid
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more than the president or directors of a going-

concern.

Q. Well, now, the director of a going concern,

what would his compensation be?

A. It depends on the business.

Q. What would it be based upon?

A. His ability, shouldn't it?

Q. I am asking you the questions. I am trying

to find out. A. His ability, all right.

Q. When you were a buyer at North American

you had talked with various salesmen from com-

panies that were furnishing materials to North

American, is that right? A. Right.

Q. From those talks with them, did you deter-

mine that the owners were being paid in each in-

stance more than the salesmen, is that the source

of your information?

A. May I counter that with something?

Q. That is an easy question to answer yes or no,

I believe. [150]

A. Well, I think you could answer it yes, then.

Q. Where did you go to school?

A. Manual Arts High School.

Q. In Los Angeles? A. Right.

Q. From there where did you go?

A. I took a couple of courses at U. C. L. A. at

nights.

Q. Specializing in any particular field?

A. Economics of the aviation industry and pro-

duction management.

Q. You specialized in the economics of the avia-

tion industry?
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Mr. Zeutzius: Here is a man knows very well

what they were paid.

Mr. McFarland: That is probably on a hearsay

foundation as most, and he has testified he doesn't

know how much salaries were.

Mr. Zeutzius: Well, counsel, I submit that

—

well, never mind.

By Mr. Zeutzius:

Q. What basis do you have for your statement

that they were considerably higher than yours'?

A. Well, I have never seen a salesman yet w^ho

made more than the owners of the business. It is

just a definite feeling in knowing certain things,

they don't usually pay somebody three times their

own salary, not when they have the risk of support-

ing the business. That is only common business
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Mr. Zeutzius: No further questions of this wit-

ness.
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A. No, sir. [149]

Q. What investigation into that particular ques-

tion have you made independently, on your own?

A. Being a buyer at North American, I talked

to a great deal of them. I like people and find out

as much as I can about people, and it just has

been my observation that a salesman is not paid



m Commissioner of Internal Revenue 205

(Testimony of Hubert A. Temple.)

more than the president or directors of a going-

concern.

Q. Well, now, the director of a going concern,

what would his compensation be?

A. It depends on the business.

Q. What would it be based upon?

A. His ability, shouldn't it?

Q. I am asking you the questions. I am trying

to find out. A. His ability, all right.

Q. When you were a buyer at North American

you had talked with various salesmen from com-

panies that were furnishing materials to North

American, is that right? A. Right.

Q. From those talks with them, did you deter-

mine that the owners were being paid in each in-

stance more than the salesmen, is that the source

of your information?

A. May I counter that with something?

Q. That is an easy question to answer yes or no,

I believe. [150]

A. Well, I think you could answer it yes, then.

Q. Where did you go to school?

A. Manual Arts High School.

Q. In Los Angeles? A. Right.

Q. From there where did you go?

A. I took a couple of courses at U. C. L. A. at

nights.
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A. Economics of the aviation industry and pro-

duction management.

Q. You specialized in the economics of the avia-

tion industry?
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A. That was the name of the course.

Q. What did you study in that connection?

A. Mainly the cost-plus system in aircraft, the

post-war anticipations of the aircraft industry, the

suppliers who supplied parts to the aviation indus-

try. It was a rounded course of economics of a

specific business.

Q. And that qualified you very well, did it not,

for your job at North American?

A. You learn a job through practical experience,

I have found.

Q. Did you apply any of the knowledge that

you had gained during the course of your study at

U.C.L.A. to the [151] job that you had in 1941?

A. Nothing more than the average student would

know about buying castings.

Q. You didn't have any particular knowledge

of the problems in the department in which you

went to work, is that right, when you walked into

the place? A. Absolutely right.

Q. Have you ever seen a balance sheet of Walts,

Incorporated? A. No, sir.

Q. Have you ever seen the sales journal?

A. No, sir.

Q. Never seen any of the books of account, have

you?

A. In 1941 North American, 1941 and 1942,

North American required a statement from all sup-

pliers, but at this time I do not recall the figures.

I just know we got all that information.

Q. When did you go to work for the Los An-

geles Company? A. In June of 1942.
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Q. You went to work for them as a salesman,

but you also were production manager or you ran

the production, I believe. A. That is right.

Q. With the help of a small boy? [152]

A. Well, I had a boy. He was 19, out of school.

Q. How many men work for this magnesium

company or did work for then in 1942?

A. At the end of 1912, as I remember, about 80.

Q. About 80. Do you know what the main por-

tion of their business consisted of?

A. Aircraft castings.

Mr. McFarland: I believe that is all.

Mr. Zeutzius: One question, if I may, by way
of direct. May I ask counsel a question? I don't

know, your Honor, if I asked this witness as to

whether he knew back in 1942 what was being paid

other salesmen doing similar work to that of the

witness.

The Court: I don't think you asked him that.

You asked him what he was paid. I don't think you

asked him if he knew what other salesmen were

paid.

Mr. Zeutzius : I would like to ask him that ques-

tion, then.

Redirect Examination

By Mr. Zeutzius:

Q. Do you know what other salesmen were paid

at about the same time you went to the Los An-

geles Magnesium?

A. In the aluminum industry they ran between
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five and ten percent and magnesium it ran between

two and three per cent. [153]

Q. Of what? A. Gross sales.

Mr. Zeutzius: No further questions.

Recross-Examination

By Mr. McFarland:

Q. About three per cent of the gross sales?

A. That is right.

Q. You were in magnesium?

A. That is right, sir. It is a higher-priced article

and naturally the salesmen are not paid as much.

Q. I suppose it is the same in that business as in

any other, you start at the bottom and work up, is

that right? Is that why you started in at three per

cent rather than ^Ye per cent?

A. No, I just saw possibilities there.

Q. That would more than compensate you for

the lower j)ercentage?

A. That is right, sir.

Q. The particular situation of the company,

then, would have some bearing upon the percentage

which you would expect the salesman to go to work

for the company, wouldn't it?

A. Growth possibilities, yes.

Q. And your possibilities of growing along with

the company and some day maybe run the com-

pany? [154] A. That is right.

Q. Through stock ownership

?

A. What?

Q. Through stock ownership of the company?

A. Well, ordinarily, if the stock is not listed on
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the Exchange, it is very hard to purchase. I never

gave it much thought.

Mr. McFarland : That is all.

Mr. Zeutzius: No further questions.

The Court: That is all.

(Witness excused.)

(Testimony of W. J. Cunningham.)

Mr. Zeutzius: I will put Mr. Cunningham back

on now.

Whereupon,

WALTER JAMES CUNNINGHAM
recalled as a witness for and on behalf of the peti-

tioner, having been previously duly sworn, was

examined and testified as follows:

Direct Examination

By Mr. Zeutzius:

Q. Mr. Cunningham, will you resume the stand.

As a result, counsel, of the resolutions that you of-

fered, I have two questions to ask, one with refer-

ence to the January 5 resolution and one with refer-

ence to the August 28. On January 5, 1942, when the

directors' meeting occurred at [155] which the sal-

aries were fixed at $24,000.00 per year for you and

Mr. Morse, what was the business outlook for Walts,

Inc., on January 5, 1942?

A. Well, very promising, and as a matter of

fact, had actual orders on the books, I think, at that

time, totalling 35 or 40 thousand dollars plus. That

is orders, I mean, not promises, but actual orders

on the books.
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Q. Were there any commitments'?

A. And commitments, yes, and a considerable

backlog that, of course, did not develop until later

on in the year.

Q. What do you mean by "backlog"?

A. Well, a backlog of orders, that is, while the

patterns had not been made, and the patterns had

to be made and they had to be proven and the price

had to be proven and made before actually deliver-

ing any castings on the orders. In other words, the

company had anywhere from four to five or six

months' work just to prepare those castings.

Q. On August 28, 1942, on the occasion of the

meeting when the salaries were raised to $36,000.00,

what was the business outlook of Walts, Inc.?

A. I believe at that time we had a backlog of

around a half a million dollars of unfilled orders,

probably, and had actual orders placed with the

company that we had on our books.

Mr. Zeutzius: No further questions. [156]

Cross-Examination

By Mr. McFarland

:

Q. It looked like Walts, Inc., would have a good

business year in both of those, years?

A. That is correct.

Q. It was getting to look as if you couldn't lose,

was it not? A. That is right.

Q. So you decided to pay yourselves more sal-

ary, I believe that is what you spoke about, some-

thing about ''we agreed under the circumstances,"

did you say that? A. That is true.

Q. I was just wondering, when you were con-
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sidering as a director the salaries that you were

going to pay yourself and Mr. Morse on January

5, you were considering as a director that you were

going to be reimbursed to a certain extent?

A. No.

Q. That never entered your mind?

A. No.

Q. You just contributed that?

A. That is correct. That is right. Frankly, I was

the one to approve of any contributions, don't you

believe so?

Q. Pardon? [157]

A. I was the one to approve of any contributions

going in the business.

Q. You were not a stockholder?

A. No, I was not a stockholder.

Q. You were on a salary?

A. I was on a salary, yes.

Q. I believe you testified that there was also no

element of or that you did not consider part of the

salary in the nature of a dividend or a distribution

of profits?

A. That is correct. I was not a stockholder.

Q. I believe you had a gross profit for that year

of about $100,000.00, isn't that right?

A. Approximately so, I would say.

Q. And you paid out in salaries for that $56,-

000.00? A. I believe that is the figure, yes.

Q. You had other expenses of about 19,000?

A. Well, the balance sheet is there. It can be

proven.
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Q. I think that checks with the balance sheet.

A. Well, that is approximately so.

Mr. McFarland: I believe that is all.

Mr. Zeutzius : No further questions. Now, is Mr.

Stevens here ? Let me call Mrs. Cunningham, please.

(Witness excused.) [158]

Whereupon,

CATHERINE S. CUNNINGHAM,
called as a witness for and on behalf of the peti-

tioner, having been first duly sworn, was examined

and testified as follows:

Direct Examination

By Mr. Zeutzius:

Q. Your name is Mrs. Catherine Z. Cunning-

ham? A. Catherine S. Cunningham.

Q. You are the wife of AYalter J. Cunningham'?

A. I am.

Q. President of Walts, Incorporated?

A. I am.

Q. During 1942, Mrs. Cunningham, you were a

director and vice-president of Walts, Inc.?

A. I was not a vice-president in 1942.

Mr. McFarland : This is all in the stipulation.

The Witness: Oh, in 1942, yes. I am sorry. I

was. That is right.

By Mr. Zeutzius:

Q. When did you acquire your stock in the cor-

poration—in fact, I think the stipulation shows.

Mr. McFarland: We have got it set out very

fully, if the court please. [159]
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By Mr. Zeutzius:

Q. And the money that was used, the $500.00

used to purchase the stock, where did you get the

money? A. I borrowed it from my father.

Q. Now, in 1942, on January 5, do you recall a

directors' meeting at which the matter of salaries

of the two main officers were discussed?

A. I do.

I Q. Do you also recall another meeting in Au-

gust, on August 28, at which the salaries of the two

active officers were fixed? A. I do.

Q. Now, about August 14, do you recall a meet-

ing at which the directors were authorized to be

paid a $25.00 fee for each meeting attended there-

after?

A. I do. I am not sure of the dates, but I know

that it was authorized.

Q. Were you present at all of the meetings for

which you received $25.00? A. I was.

Q. What did you do? Did you render any serv-

ices? What did you do for the $25.00 that you re-

ceived ?

A. Well, I discussed various things. The corpo-

ration was closely held, and Mr. Cunningham and

I have always discussed business ever since we have

been married, and Mr. [160] and Mrs. Morse felt

the same way, and were present at all times, so we

decided to have these directors' meetings once a

month, at which we discussed things pro and con

and tried to make suggestions, and we discussed

various matters that possibly changed the course of

the business.



214 Walts, Inc., vs.

(Testimony of Catherine S. Cunningham.)

Q. AVere the other two directors, Mr. and Mrs.

Morse, also present at each of those meetings ?

A. Yes, they were.

Q. Did they participate in the meetings?

A. In the discussions, yes, very much so.

Q. In your opinion, in the fixing of the $25.00

fee for attendance at each of the directors' meet-

ings, was that a fair and reasonable compensation?

A. We thought it was at the time.

Q. Do you still think so ? A. I do.

Q. With respect to the salaries fixed for the two

officers on January 5, 1942, take that one as a sepa-

rate question, was it your opinion as a director at

that meeting that the salary fixed for each of the

two directors was fair and reasonable?

A. It was.

Q. Was it your opinion that it was fair and

reasonable as it was fixed on August 28, 1942, when

it was raised to the rate of $36,000.00 a year? [161]

A. I thought that increased production and in-

creased responsibilties warranted it, yes.

Mr. Zeutzius : You may cross-examine.

Cross-Examination

By Mr. McFarland:

Q. During 1941 and 1942 were you an officer of

the company?

A. I was vice-president and director in 1942.

Q. And now, in that connection, in your duties

as vice-president, what did you do?

A. Well, my duties were very limited. I was not

very active at the time, but I was later on in the

business. It was more or less secretarial work.
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Q. Later on, what do you mean by "later on"?

A. Those are years that we do not discuss right

now.

Q. You don't discuss right now 1941 and 1942?
" A. I thought you meant in 1943. In 1941 and

1942 I was at the plant every day in the office.

m Q. What did you do at the plant ?

P A. I did considerable typing and I helped the

payroll clerk and I helped on the office work under

Mr. Morse.

Q. How does the company keep its books, do you

know?

A. Mr. Morse was in charge of the books at that

time, and of course the auditors.

Q. Do you know how the books are kept? [162]

A. No, I don't, not at that time.

Q. You don't know whether they are kept on a

cash basis or on the accrual basis?

A. I w^as not interested in that. Mr. Morse was

in charge of that.

Q. Do you have any knowledge of the situation?

A. No, I haven't.

Q. What else did you do as vice-president?

A. That is all.

Q. You were there every day? A. I was.

Q. How long did you spend at the plant every

day?

A. About five or six or eight hours, sometimes

ten, if Mr. Cunningham was working, might stay

about—many times we didn't leave there until 9

o'clock at night.
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Q. You were never paid any compensation for

the work? A. I was not, no.

Q. Did you ever ask for any (Compensation?

A. No, I didn't. ^

Q. You felt that the compensation would be paid

your husband and he recompense you for the work

you did?

A. Well, not necessarily. I was simply trying to

help out.

Mr. Zeutzius: I didn't hear the answer.

The Witness : I was simply trying to help out.

By Mr. McFarland:

Q. You were interested in seeing the of&cials

make a success, weren't you?

A. Naturally, it was my husband.

Q. How did you as a director determine the

240,000 figure that you adopted in January of 1942 ?

A. Well, I don't know as I recall what our con-

versations were about that time. That was remu-

neration in the first place for 1941. Mr. Cunning-

ham had drawn nothing and we had lived on bor-

rowed money, one reason, one thing was because I

think it would have been impossible to get the

money for the success of the business. It would have

been entirely lost if my relatives had not always

known of his ability in the past.

Q. You didn't quite answer my question. I want

to know how you determined $24,000.00 was to be

the figure instead of 20,000 or 25,000.

A. Because he had been in the habit of earning

that money in the past. I had always had an excel-

lent income of 20 to 25 thousand a year.
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Q. Did Mr. Cunningham, to your knowledge,

invest any of his money in the business at any time ?

A. In which business do you mean?

Q. This business. A. No, he didn't. [164]

Q. In this Walts, Incorporated?

A. No, he didn't.

Q. What did you do before you married Mr.

Cunningham? A. I was in school.

Q. You have a family, have you not?

A. I have.

Q. And you keep a house? A. I do.

Q. You did during 1941 and 1942?

A. I did, but my children are grown and I was

not in the home as much.

Q. How old were they then?

A. Well, I have a daughter 26 and one 24 and a

son 18 right now.

Q. Where did you hold these directors' meet-

ings? A. At the office.

Q. What time of the day would they be?

A. Around six o'clock as a rule, sometimes 5:30.

Q. You say you discussed the problems that

arose in the business at that time?

A. Yes, we did.

Q. Well, do you recollect discussing the com-

pany's purchase of a heat-treating furnace?

A. I certainly do. [165]

Q. How much did they pay for it?

A. I can't remember what the Lindbergs—we

had a full discussion of the various furnaces and

decided they were the best, even though they were

the highest.
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Q. Did you discuss that? A. Yes.

Q. You did?

A. At that time it was very hard to get heat-

treating furnaces, but it so happened that my
brother-in-law, who was with Reynolds Metals,

through his connections with Reynolds Metals, was

able to get a Lindberg furnace for us. Otherwise

they would not promise delivery.

Q. Do you know why the Lindberg furnace is

best?

A. I don't know, but we have a metallurgist and

his opinion was it the was the one for us.

Q. Did you talk to him?

A. I did, because I went East for that purpose.

Q. You have never drawn any salaries or any

compensation for other than director's fees?

A. Up to 1942, no.

Mr. Zeutzius: You are referring to the taxable

period ?

Mr. McFarland: That is right.

The Witness: No.

Mr. McFarland: I think that is all. [166]

Mr. Zeutzius: No further questions. Thank you,

Mrs. Cunningham. And now I believe Mrs. Cun-

ningham can stay in the court room.

(Witness excused.)

Mr. Zeutzius: Is Mr. Stevens here? Your Honor,

we have subpoenaed Mr. Elmer D. Morse, who is

no longer with the company and who at best would

undoubtedly be an unwilling witness. Your Honor

signed the subpoena yesterday and I tried person-
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ally to get him here. I talked with him on the phone

and Mr. Cunningham has sought him earlier. If you
deem necessary, I will be very happy to have the

process server take the stand at a later time. He
was here this morning. The only purpose would l3e

to have him take the stand to show that we tried

to get the man in and that is the reason why he has

not testified in this case.

The Court: Well, I am willing to accept your

statement that you have endeavored to get this wit-

ness by means of a subpoena to testify here, and

just what effect that might have on this case I don't

know, but to say the least of it, if possible failure

to testify you feel should be an unfavorable factor

here, it would be removed by your statement that

you endeavored to get him.

Mr. Zeutzius: I have, your Honor, and this

gentleman who was here this morning is the man
who tried.

The Court: Yes. Well, I will assume for the

[167] purposes of this hearing that you have en-

deavored to get the attendance of Mr. Morse as a

witness.

Mr. Zeutzius: We have. I think that concludes

the petitioner's case in chief.

Mr. McFarland: Respondent rests.

Mr. Zeutzius: And Ave therefore rest.

The Court: Very well. That concludes the hear-

ing in the case. This is a case where it is largely

one of fact, except a question of law which the peti-

tioner says he is going to urge in the case. Now, I

will call for a filing of an opening brief for the peti-

tioner, then a reply brief by respondent and then
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an answering brief by the petitioner. What time

would you like to have within which to file your

opening brief?

Mr. Zeutzius: Well, let's see. This is the last of

June. I am going on my vacation in August, so may
I ask when in the normal course we would get the

transcript—45 days, I don't go until August, so I

will try to get my brief in. Suppose your Honor

makes it 45 days and if I get it in sooner—is that

too much time I

The Court : Well, no. August 5th would be some-

what a little more, I believe, than 45 days.

Mr. Zeutzius: As I understand, we mail it to

Washington ?

The Court: To the clerk of the Tax Court, yes.

Mr. Zeutzius: And serve counsel here first *?

The Court: Yes, you serve him with a copy.

Mr. Zeutzius: We can serve counsel here about

the first of August, get it to the Tax Court in the

ordinary course of mail, I suppose, in a couple of

days. Make it any date that you wish to make it.

The Court: Well, I will fix August 5th, and

then the respondent may have until September 5th

in which to file his reply brief, and then the peti-

tioner may have until October 5th in which to file

his final answering brief.

Mr. Zeutzius: Thank you, your Honor.

r (Whereupon, at 3:15 o'clock p. m., June 18,

1946, the hearing in the above-entitled matter

i was closed.)

' [Endorsed] : T.C.U.S. Filed July 8, 1946. [169]
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[Endorsed]: No. 12143. United States Court of

Appeals for the Ninth Circuit. Walts, Inc., peti-

tioner, vs. Commissioner of Internal Revenue, Re-

spondent. Transcript of Record. Petition to Review

a Decision of the Tax Court of the United States.

Filed January 3, 1949.

/s/ PAUL P. O'BRIEN,
Clerk of the United States Court of Appeals for

the Ninth Circuit.

In the United States Court of Appeals

for the Ninth Circuit

Docket No. 6974 •

WALTS, INC.,

Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

AFFIDAVIT IN SUPPORT OF APPLICATION
FOR EXTENSION OF TIME TO FILE
RECORD ON REVIEW

County of Los Angeles,

State of California—ss.

Geo. H. Zeutzius, being first duly sworn, deposes

and says:

That he is one of the attorneys of record in the

above entitled cause, and that heretofore a number

of extensions of time have been granted by this

Court for the filing of the record on review from
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the decision of the Tax Court of the United States

;

that said extensions of time were granted to permit

compromise proceedings having for their object the

settlement not only of the above entitled cause but

other claimed income tax liabilities for subsequent

years ; that the last of said orders was made on De-

cember 14, 1948 and extended petitioner's time to

file the record on review in the above entitled Court

from December 15, 1948 to January 1, 1949.

That by reason of the short extension of time thus

granted counsel for petitioner immediately insti-

tuted proceedings to have the record on review

transmitted by the Clerk of the Tax Court of the

United States to the Clerk of the above entitled

Court ; that on Monday morning, December 27, 1948,

counsel for petitioner received the following tele-

gram from the Clerk of the Tax Court:

"Copy designation Walts, Inc. arrived De-

cember twenty fourth original may ])e filed to-

^ day considerable photostating required utterly

' impossible to get record to Ninth Circuit Janu-

art first suggest you get twenty day extension

and wire us that fact.

VICTOR S. MERSCH, Clerk.

That, as appears from said telegram, the Clerk

of the Tax Court requires to and including January

21, 1949 in order to transmit the record on review

to the clerk of this Court.

' Wherefore, affiant prays that petitioner's time
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within which to file the certified record on review

with the clerk of this Court be extended to January

21, 1949.

/s/ GEO. H. ZEUTZIUS.

Subscribed and sworn to before me this 27th day

of December, 1948.

/s/ A. P. G. STEFFES,
Notary Public in and for the County of Los An-

geles, State of California.

Ordered time extended to January 4, 1949.

/s/ WILLIAM DENMAN,

[Endorsed]: Filed December 29, 1948. Paul P.

O'Brien, Clerk.

[Title of U. S. Court of Appeals and Cause.]

STATEMENT OF POINTS AND
DESIGNATION OF RECORD

Pursuant to Rule 19(6) of the Rules of the

United States Court of Appeals for the Ninth Cir-

cuit, petitioner files this concise statement of the

points on which it intends to rely.

I.

Petitioner, upon the hearing of its petition for

review herein, intends to rely upon all of the points

specified in its ^'Assignment of Errors," Nos. 1 to

13, both inclusive, contained in its petition for re-

view by this Court, filed with the Clerk of the Tax

Court of the United States on July 7, 1947, which

points are incorporated herein by reference.
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II.

Since, by P. L. 773, SOth Cong., amending See.

1141, I.R.C., effective September 1, 1948, United

States Courts of Appeals have been given jurisdic-

tion to review decisions of the Tax Court in the

same manner and to the same extent as decisions

of the district courts in civil actions tried without

a jury, petitioner also intends to rely upon the fol-

lowing additional points:

(a) The Tax Court erred in entering decision

for respondent.

(b) The Tax Court erred in not entering deci-

sion for petitioner.

(c) The Tax Court erred in failing to find or

conclude that there were no deficiencies in declared

value excess profits tax and excess profits tax due

from petitioner for the calendar year 1942.

(d) The Tax Court's finding and conclusion that

*'a reasonable allowance for salary for the ser\ices

rendered by Walter J. Cunningham and Elmer D.

Morse to the petitioner * * * during the year 1942

was $10,000 per annum for each" is erroneous and

without support by any substantial evidence.

(e) The Tax Court's special findings of fact do

not support its ultimate findings of fact and con-

clusions against petitioner.

(f) The Tax Court's primary or evidentiary

findings of fact are incomplete and clearly erro-

neous in all material respects, in the light of the un-

contradicted evidence of petitioner and the fact that

Judge Harlan, who decided the case, was not the

trial judge and, therefore, had no opportmiity what-
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soever to judge the credibility of the witnesses.

(g) The Tax Court erred in failing to find and

conclude that $28,000 was a reasonable allowance

for salary for services rendered by Walter J. Cun-

ningham to petitioner for the year 1942, and in

failing to make a similar finding and conclusion

with respect to Elmer D. Morse.

III.

DESIGNATION OF PARTS OF RECORD
TO BE PRINTED

Petitioner respectfully submits that the entire

record and all of the proceedings, evidence and ex-

hibits in the case, as certified to you, and as set forth

in the stipulated designation of record filed in the

Tax Court on December 27, 1948, will be necessary

for the consideration of the points upon which peti-

tioner intends to rely. Accordingly, petitioner re-

quests you to have printed the entire record on re-

view, including this Statement and Designation and

all orders entered by this Court herein since De-

cember 27, 1948, except that there should be omitted

the opening statements of counsel commencing with

the 18th line on page 2 of the typewritten tran-

script of the hearing, filed July 8, 1946, and con-

tinuing to and including line 1 at the top of page

15 thereof; and there also should be omitted from

the printed record, but only in the event this Court

should grant petitioner's motion that the same shall

be considered by the Court in their original form

as though set out in the printed record, the follow-

ing exhibits and papers: Exhibit 1-A of Stipula-
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tion of Facts, which exhibit consists of three let-

ters numbering 12 pages, already described as to

their contents in paragraph numbered 6 of said

Stipulation; Petitioner's Exhibits 10 and 11 con-

sisting of its 1940 income tax return, and peti-

tioner's corporate minutes of August 14, 1942 au-

thorizing the directors' fees which were allowed by

the Tax Court; Respondent's Exhibits J, K, L, M
and N, consisting of petitioner's 1941 and 1942 tax

returns and petitioner's corporate minutes of March

31, 1941, referred to in paragraph numbered 7 of

the Stipulation of Facts; its minutes of January

5, 1942, referred to in paragraph 11 of the Stipula-

tion of Facts, and its minutes of August 28, 1942,

already set forth almost in their entirety in para-

graph numbered 15 of the Stipulation of Facts ; also

Respondent's Computation for Entry of Decision,

together with its annexed comj)utation, filed March

10, 1947.

Dated, January 12, 1949.

/s/ GEO. H. ZEUTZIUS,
/s/ A. P. G. STEFFES,

Attorneys for Petitioner.

(Affidavit of Service by Mail.)

[Endorsed]: Filed January 15, 1949. Paul P.

O'Brien, Clerk.
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[Title of U. S. Court of Appeals and Cause.]

MOTION FOR ORDER FOR CONSIDERATION
OF EXHIBITS IN ORIGINAL FORM

Petitioner, by its attorneys, moves the Court to

enter an order that the following exhibits and

papers forming part of the entire record and pro-

ceedings on review herein, certified to this Court

by the Clerk of the Tax Court, shall be omitted

from the printed record on review herein, and that

said omitted exhibits and papers shall be consid-

ered by this Court in connection with this review

in their original form as though set out in said

printed record on review:

1. Exhibit 1-A, consisting of three letters de-

scribed in paragraph 6 of the Stipulation of Facts;

2. Petitioner's Exhibits 10 and 11, consisting

of its 1940 income tax return and petitioner's cor-

porate minutes of August 14, 1942 authorizing the

directors' fees which were allowed by the Tax

Court

;

3. Respondent's Exhibits J, K, L, M and N,

consisting of petitioner's 1941 and 1942 tax returns

and petitioner's corporate minutes of March 31,

1941, referred to in paragraph numbered 7 of the

Stipulation of Facts; its minutes of January 5,

1942, referred to in paragraph 11 of the Stipulation

of Facts, and its minutes of August 28, 1942, al-

ready set forth almost in their entirety in para-

graph numbered 15 of the Stipulation of Facts ; and

4. Respondent's Computation for Entry of De-
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cision, together with its annexed computation, filed

March 10, 1947.

For reasons in support of this motion, petitioner

states

:

The printed record will be large and costly to

petitioner and the substance of the particular ex-

hibits described above is already materially set

forth in parts of the record that will be printed.

The elimination of these exhibits ought to result in

the elimination of at least 50 pages from the

printed transcript. Their omission will not incon-

venience the Court or the parties and it is, there-

fore, respectfully prayed that this motion be

granted.

Dated, January 12, 1949.

/s/ GEO. H. ZEUTZIUS,

/s/ A. P. G. STEFFES,
Attorneys for Petitioner.

[Endorsed] : Filed February 1, 1949. Paul P.

O'Brien, Clerk.

[Title of U. S. Court of Appeals and Cause.]

ORDER FOR CONSIDERATION OF
ORIGINAL EXHIBITS

The above-designated petitioner on review having

duly filed its motion for consideration, in their orig-

inal form, of the exhibits heretofore transmitted to

this Court by the Clerk of the Tax Court, and good

cause therefor appearing:
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It is Hereby Ordered that Exhibit 1-A of the

Stipulation of Facts; Petitioner's Exhibits 10 and

11; Respondent's Exhibits J, K, L, M and N, and

Respondent's Computation for Entry of Decision,

together with its annexed computation, all of which

exhibits were introduced in evidence before the Tax

Court of the United States in the proceeding from

which the present review has been taken, and here-

tofore transmitted to this Court in their original

form and now in the files of the above-entitled

proceeding on review in this Court shall be omitted

from the printed record on review herein, and that

said omitted exhibits, and Respondent's Computa-

tion for Entry of Decision, shall be considered by

this Court in connection with this review in their

original form as though set out in said printed

record on review.

Dated, January 14, 1949.

/s/ WILLIAM DENMAN,
Judge, U. S. Court of Appeals.

/s/ WILLIAM HEALY,
Judge, U. S. Court of Appeals.

/s/ HOMER T. BONE,
Judge, U. S. Court of Appeals.

[Endorsed] : Filed February 1, 1949. Paul P.

O'Brien, Clerk.




